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Incorporate and elect Subchapter S? 


Pros and cons for proprietors, partners 


by ARTHUR B. WILLIS 


When a tax man is called upon to advise for or against the incorporation of a 


business so that it can elect under 


Subchapter S, he must of course first review 


the technicalities to be sure the firm will qualify, but after he has the rules well 


in hand, he must step back from the details and take a broad view of the ad- 


vantages and disadvantages of an election now and for the years to come. Mr. 


Willis. here speaks to thé man in that position; he sums up the effect of an elec- 


tion as compared with operating as a partnership or proprietorship: at formation 


of the business, during the years of profitable operation and upon sale of the 


business or death or retirement of the owners. His comments on the problems aris- 


ing at each stage will serve as a check list of points to be considered in deciding 


whether or not to elect, for, as Mr. 


Willis concludes, 


there can be no general rule 


that businesses should or should not incorporate and elect; the answer will always 


depend on the facts in the particular case. 


, re EVER-HOPEFUL FISHERMAN, match- 
ing wits with the trout, bass, yellow- 
tail, barracuda and other game fish, 
offers to the fish a meal—perhaps a live 
bait, perhaps a cunningly manufactured 
lure. The fish seeks the bonus of a free 
meal. It may end up on the dinner table 
fisherman. The fish has little 
background that enables it to evaluate 
the risks involved if it rises to the bait. 

The Congress, in 1958, created a new 
taxpayer lure and called it Subchapter 
S. There has been a tendency on the 


of the 


part of some writers and lecturcrs to 


over-emphasize the glamorous new 
aspects of this latest taxpayer lure. A 
careful analysis of the income 
visions applicable to proprietorships, 
partnerships and Subchapter S corpora- 
tions is necessary to determine whether 
a present proprietorship or a partner- 
ship should take the bait offered by the 
Congress and, if it does, whether it will 
end up with a meal or as a meal. 
Subchapter S was added to the In- 
ternal Revenue Code of 1954 by Section 
64 of the Technical Amendments Act 
of 1958 (72 Stat. 1650). Subchapter S$ 


tax pro- 


consists of seven sections, the gist of 
which is that a corporation which meets 
certain concerning 


standing stock, shareholders and source 


requirements out- 
of gross receipts may elect to have its in- 
taxed directly to its shareholders 
rather than to the corporation. Such a 
capsule statement of the effect of Sub- 
chapter S sounds most attractive. 

It is not our purpose to examine all 
of the problems of Subchapter S. Instead, 
the matter will be explored by compar- 
ing certain income tax implications of 
the proprietorship or partnership with a 
Subchapter S corporation. 


come 


Forming the business 


There are no tax problems in the 
formation of a proprietorship. In this 
situation, the taxpayer merely segregates 
some of his assets that are to be used in 
a business venture and these segregated 
assets become the core of the proprietor- 


ship. Usually separate accounting 


records are kept for the proprietorship, 
a wise course of action both for the busi- 
ness information to be derived and to 
facilitate the separate reporting for in- 


come tax purposes of the results of Op- 
erations of the proprietorship. 

The formation of a partnership and 
the contribution of money and other 
property to the capital of the partner. 
ship have few tax problems. The statute 
is specific and enveloping in its state. 
ment that: “No gain or loss shall be 
recognized to a partnership or to any 
of its partners in the case of a contribu. 
tion of property to the partnership in 
exchange for an interest in the partner- 
ship.”! A rather narrow exception to 
this generalization exists in the case 
where a partner acquires a capital in. 
terest in the partnership (as distin. 
guished from an interest in profits) as 
compensation for services rendered or 
to be rendered to the partnership. In 
this instance, the regulations do require 


the service partner to reflect the receipt 


of compensation in the form of the 
capital interest so acquired.” 

In the case of a transfer to a part- 
nership of liabilities, or of property sub- 
ject to liabilities, taxable gain may be 
recognized to the transferors, but only 
to the rather limited extent specified in 
Section 752. A decrease in a partner's 
liabilities resulting from the transfer to 
a partnership of liabilities, or the trans- 
fer of property subject to liabilities, 
“shall be considered as a distribution of 
money to the partner by the partner- 
ship.”? If the liabilities transferred to 
the partnership, including the liabilities 
to which property transferred to the 
partnership is subject, exceed the trans- 
feror partner’s basis of his partnership 
interest following the transfer, taxable 
gain is recognized to the transferor. 
However, the transferor’s basis of his 
partnership interest includes his propor- 
tionate share of the liabilities he trans- 
ferred to the partnership,® and to that 
extent reduces his potential of taxable 
gain as compared with the transfer of 
assets and liabilities to a 
corporation. 

A transfer of property to a corpora- 
tion “solely in exchange for stocks or 
securities in such corporation” is non- 
taxable.6 However, in the 
transfer of property to a corporation, if 
the sum of the amount of the liabilities 
assumed by the corporation plus the 
amount of the liabilities to which the 
transferred property is subject, exceeds 
the total of the adjusted basis of the 
transferred property, “then such excess 
shall be considered as a gain from the 
sale or exchange of a capital asset or of 
property which is not a capital asset, as 


the same 


case of a 
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the case may be.”? The general provi- 
sions of the Internal Revenue Code 
governing the formation of a corpora- 
tion, the sale or exchange of its stock 
and distributions in retirement of its 
stock or in partial or complete liquida- 
tion are fully applicable to a Subchapter 
§ corporation. [However, it should be 
mentioned that the Proposed Regula- 
tions at Section 1.1392-1(a)(2) purport to 
deny Subchapter S treatment to a corpo- 
ration in the process of liquidation, or 
which “contemplates” liquidation.—Ed.] 
This is only one illustration of the fact 
that a Subchapter S corporation is a true 
corporation for all income tax purposes, 
with the sole exception that its income 
is taxable to the shareholders rather than 
to the corporation. When this is recog- 
becomes that the 
terminology used 


nized, it obvious 
“Pseudo-corporation” 
by some tax services is seriously mis- 


leading. 


Contributions of property 


Another income tax distinction be- 
tween a partnership and a Subchapter S 
corporation has to do with the tax con- 
sequences of a capital contribution of 
property whose fair market value, at the 
date of its contribution, differs ma- 
terially from its adjusted basis in the 
hands of the transferor. This problem 
does not arise in the case of the pro- 
prietorship, since in a_ proprietorship 
there is no transfer of property to an 
entity separately recognized for income 
tax purposes. We will examine with re- 
spect to the transfer of property to a 
corporation and to a partnership. 

\ssume that A and B plan to enter a 
business in which they are to have equal 
interests in capital and profits. A is to 
contribute $10,000 cash and B is to con- 
tribute depreciable property having an 
agreed fair market value of $10,000. B 
has a $6,000 adjusted basis for the prop- 
erty he is to contribute. 

If A and B contribute their properties 
to a corporation, even though the corpo- 
ration promptly files an election to be 
taxed under Subchapter S, the corpora- 
tion’s basis for the property acquired 


Int. Rev. Code of 1954, Section 721. 
*U. S. Treas. Regulations, Section 1.721-1(b) (1). 
Int. Rev. Code of 1954, Section 752(b). 
‘Int. Rev. Code of 1954, Section 731(a) (1). 

Int. Rev. Code of 1954, Section 752(a). 
‘Int. Rev. Code of 1954, Section 351. 

Int. Rev. Code of 1954, Section 357(c). 
* Int. Rev. Code of 1954, Section 362(a). 
* Int. Rev. Code of 1954, Section 723. 

°Int. Rev. Code of 1954, Section 704(c) (2); 


v. S. Treas. Reguletions, Section 1.704- 1(e) em 
‘Int. Rev. Code of 1954, Section 1371(c) (1), 
added by Section 64 of the Technical f ake x 
ments Act of 1958. U. S. Treas. Regulations 
(Proposed) at Section 1.1371-1(d) specify that 
“if stock is owned as community property or by 


will be the same as in the hands of the 
transferor. Therefore, the corporation 
will take a $6,000 basis for the property 
contributed by B and its depreciation or 
gain or loss upon sale of that property 
will be computed with respect to its 
adjusted basis of $6,000. This necessarily 
imposes upon A, as a 50% shareholder, 
one-half of the tax detriment arising 
from the carryover to the corporation of 
a $6,000 adjusted basis for property 
which was transferred to the corporation 
at its current fair market value of $10,- 
000. This tax detriment will be reflected 
in A’s individual income tax liability if 
the corporation has elected under Sub- 
chapter S, since the corporate income is 
taxed directly to the shareholders. 

A greater elasticity is allowed if A and 
B contribute the property to a partner- 
ship. Here, too, the partnership’s ad- 
justed basis of the property contributed 
by B is the $6,000 adjusted basis of that 
property in the hands of B, immediately 
before the transfer. Under the general 
rule of Section 704(c)(1), each partner’s 
distributive share of the depreciation, or 
the gain or loss on sale, with respect to 
the property contributed by B will be 
determined by taking his 50% share of 
the partnership’s depreciation, or gain 
or loss upon sale, determined by using 
the partnership’s $6,000 adjusted basis. 

However, the partners are given the 
right to change this condition. If the 
partnership agreement so provides, the 
depreciation, or gain or loss upon sale, 
may be allocated among the partners so 
as to reflect, in whole or in part, the 
difference between the partnership’s ad- 
justed basis of the contributed property 
and its fair market value at the date of 
contribution.1° If the partnership agree- 
ment so provided, the depreciation com- 
puted on $5,000 of the basis of the prop- 
erty contributed by B may be allocated 
to A and the balance of the depreciation 
on that property may be allocated to B. 
Similarly, if the partnership sells ata 
taxable gain the property contributed 
by B, and assuming for simplicity that 
there was no depreciation on the prop- 
erty contributed by B allowed or allow- 


tenants in common, joint tenants, or tenants by 
the entirety, each person having a community 
property interest in such stock and each tenant 
in common, joint tenant or tenant by the entire- 
ty is generally considered a shareholder.”’ Thus, 
the maximum number of shareholders of a Sub- 
chapter S corporation may be limited to five 
shareholders, if these shareholders own the stock 
as community property. 

12Int. Rev. Code of 1954, Section 1371(a) (2). 
This excludes as stockholders partnerships, cor- 
porations and all trusts. See U. S. Treas. Regu- 
lations (Proposed), Section 1.1371-1(e). 

le Int. Rev. Code of 1954, Section 1371 (a) (3) 

14 Int. Rev. Code of 1954, Section 1372(e) (5). 

15 Int. Rev. Code of 1954, Section 1372(e) (4) 
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able to the partnership, the partnership 
agreement may provide for an allocation 
to A of the difference between one-half 
of the selling price and $5,000 (which is 
one-half of the fair market value of the 
contributed property at the date of its 
contribution), with the balance of any 
gain being allocated to B. 


Limitations on income and owners 


A corporation which elects to be taxed 
under Subchapter S has severe limita- 
tions on its participants and on the 
source of its gross receipts from opera- 
tions. A Subchapter S$ corporation may 
not have more than ten shareholders, 
it may not have as a shareholder any 
person other than an individual or the 
estate of a deceased individual,!2 and no 
shareholder may be a_ nonresident 
alien.18 A corporation will not qualify 
for treatment under Subchapter § if it 
derives more than 20% of its gross re- 
ceipts from passive sources, such as 
royalties, rents, dividends, interest, an- 
nuities, and sales or exchanges of securi- 
ties (gross receipts from sales or ex- 
changes of securities being taken into 
account for this purpose only to the 
extent of the gain)! or if more than 
80% of its gross receipts are derived 
from sources outside of the United 
States.15 The restrictions as to share- 
holders and sources of gross receipts may 
prevent a valid election to be taxed 
under Subchapter S and may cause 
severe tax detriment if a corporation 
that has properly elected under Sub- 
chapter S has its status terminated be- 
cause of violation of the qualifying rules. 

There are no restrictions for income 
tax purposes on who may be a pro- 
prietor or a partner nor any that re- 
strict the nature or source of their gross 
receipts. 


Operation of the business 

It is in this area that the taxpayer 
finds most of the advantages of the Sub- 
chapter S corporation. The Subchapter 
S corporation is a corporation for all 
purposes under state law. Therefore, its 
shareholders enjoy freedom from _per- 
sonal liability for obligations or losses 
of the business. Freedom from personal 
liability is not enjoyed by a proprietor 
and can be obtained in a partnership 
only by the limited partners. This corpo- 
rate advantage may be particularly sig- 
nificant in a hazardous venture or in one 
where it is reasonable to expect that 
the business will suffer losses in its initial 
stage. The shareholders may deduct for 
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and Los Angeles Bars, is chairman of the 
advisory group on Subchapter K to the 
House Committee. 
This article is also appearing in the 
July, 1959 U.C.L.A. Law Review.] 
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income tax purposes their proportionate 
shares of the net operating loss of a Sub- 
chapter S corporation,!® and thus offset 
their respective shares of such loss 
against their income from other sources. 
This gives the shareholders of the Sub- 
chapter S corporation the income tax 
benefit of personal deductions of their 
shares of losses sustained by the business 
without depriving them of the personal 
protection from liabilities of the busi- 
ness afforded to them under state law 
as corporate shareholders. 

A newly-formed Subchapter S corpo- 
ration, being a separate entity for in- 
come tax purposes, may elect any initial 
that it This 
makes available to a newly-formed Sub- 


taxable year chooses.17 
chapter S corporation the opportunity 
of selecting a taxable year that will defer 
the time for the shareholders to report 
their shares of the corporation’s income. 
A newly-formed partnership must adopt 
the same taxable year as that of all of 
its principal partners, unless it estab- 
lishes, to the satisfaction of the Secre- 
tary or his delegate, a business purpose 
for the establishment of some other tax- 
able year.18 A proprietorship has no op- 
portunity to defer the reporting of tax- 
the 
the proprietorship necessarily coincides 


able income since taxable year of 


with that of the owner. 


Fringe benefits 


The Subchapter S corporation offers 
several “fringe benefits’ that are most 
tempting and which are not available to 
either a proprietorship or a_partner- 
ship. Thus, stockholder- employees of a 
Subchapter S corporation are eligible for 
participation in the corporation’s: 

1. Qualified pension, profit-sharing or 
stock bonus plan.19 

2. Group life insurance plan.?° 

3. Accident and health plan.?! 

4. Plan for payment of death bene- 
fits to beneficiaries or estate of deceased 
employee in an amount not in excess 
of $5,000.22 

These ‘fringe benefits” are significant 
and may justify incorporating a pro- 
prietorship or partnership and electing 
under Subchapter S, providing they are 
not outweighed by the income tax dis- 
advantages and uncertainties of the Sub- 
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chapter S corporation. Many of the 
articles published to date dealing with 
Subchapter S 
much emphasis on these “fringe” bene- 


corporation place too 
fits’ without proper discussion of coun- 
tervailing considerations. 

Another significant distinction 
tween the income tax consequences of 


be- 


operating a proprietorship or partner- 
ship, as contrasted with a Subchapter 
S corporation, is the limited application 
of the conduit concept in the case of the 
Subchapter S The 
proprietor reports separately each class 
of items requiring special treatment for 


corporation. sole 


income tax purposes. The members of a 
partnership, under the full conduit con- 
cept of Subchapter K,?3 likewise report 
separately their respective distributive 
shares of the _ partnership’s various 
classes of income, gain, loss, deduction 
or credit to the extent that such sepa- 
rate statement is significant in the de- 
termination of the partner’s liability for 
income tax. The character of each part- 
ner’s distributive share of any item of 
partnership income, gain, loss, deduc- 
tion or credit is determined ‘as if such 
item were realized directly from the 
source from which realized by the part- 
nership, or incurred in the same man- 
ner as incurred by the partnership.”*+ 

An extremely limited version of the 
conduit concept is applied in the case 
of a Subchapter S corporation. Each 
shareholder’s prorata share of the Sub- 
chapter S corporation’s net long-term 
capital gain is taxable to him as such. 
All other classes of the Subchapter S 
corporation’s income, gain, loss, deduc- 
tion or credit are lumped into a single 
concept of taxable income or loss and 
each shareholder’s prorata share of this 
residual amount is either ordinary in- 
come to him, or a deduction against 
ordinary income. 

The relative simplicity of the two- 
class conduit concept adopted in Sub- 
chapter S has a superficial attractiveness. 
However, further examination may dis- 
close that the simplicity is overcome by 
unfavorable tax consequences of this 
limited application of the conduit con- 
cept. For example, if a Subchapter S$ 
corporation sustains a net loss on sale or 
exchange of capital assets, it cannot de- 
loss,25 and the shareholders 


duct this 


cannot claim deductions in their per- 


sonal returns for their prorata share of 
such capital loss. A Subchapter S corpo- 
ration cannot deduct charitable contri- 
butions in excess of 5% 
income?6 and its shareholders may 


, of its taxable 


not 


deduct in their personal income tax re. 
turns their prorata shares of the corpo. 
ration’s excess charitable contributions, 


Sale of the business 


It is in this area that we find some 
of the most persuasive arguments against 
the use of the Subchapter S corporation 
rather than a proprietorship or a part- 
nership. We will first consider the prob- 
lems of the “collapsible” partnership or 
corporation. This problem does not in. 
volve the proprietor. If he sells his busi- 
ness, his gain is fragmented as between 
ordinary income and capital gain, de. 
pending upon the character of the prop- 
erties sold. A sole proprietor’s business 
is not considered a single capital asset 
and it cannot be argued that he sold his 
business as an entity.?7 

When a partner sells his partnership 
interest, there is a fragmentation of the 
selling price attributable to the sale of 
his interest in the partnership's un- 
realized receivables?8 and _ substantially 
The 
gain®° attributable to the sale of his in- 
terest in those items is taxable to the 


appreciated inventory items.*9 


vendor partner as ordinary income.*! 


The balance of his gain on sale of his 
partnership interest 

A sale of stock 
corporation is fully subject to the col- 


is capital gain.3* 
in a Subchapter § 


lapsible corporation provisions.** If the 
corporation is a collapsible corporation, 
all of the gain on the sale of the stock 
is taxable to the vendor as ordinary in- 
come. There is no fragmentation of his 
gain between his prorata share of the 
corporation’s capital gain assets and its 
ordinary income assets. Furthermore, the 
collapsible corporation provision is so 
that (tech- 
nically “Section 341 assets’) may include 


framed collapsible assets 
many kinds of property other than those 
included in inventory or which are held 
the 
course of the taxpayer's trade or busi- 
ness. Section 341(e), as added by Section 
20(a) of the Technical Amendments Act 


for sale to customers in ordinary 


of 1958, reduces some of the dangers ol 
this occurring. However, the statutory 
pattern of Section 34i(e) is so compli- 
that it 
without intensive study, and even extra- 


cated cannot be relied upon 
ordinary research may not answer all of 
its ambiguities.#4 

Another problem in connection with 
the sale of a business has to do with the 
basis of the business assets in the hands 
of the purchaser. If a proprietor sells 
his business, the purchaser takes a basis 


for the assets reflecting the purchase 
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price.35 If a partner sells his interest 
in the partnership, the partnership may 
elect36 to adjust the basis of the part- 
nership property so as to reflect the pur- 
chase price of the interest.37 

If a shareholder sells his stock in a 
corporation, there is no resulting adjust- 
ment to the 
The purchaser receives no tax benefit 


basis of corporate assets. 
until he subsequently sells or exchanges 
his stock. A Subchapter S corporation 
is not different in this respect from a 
corporation which has not elected under 
Subchapter S. 

Of course the purchaser of all of the 
stock of a corporation, whether or not it 
has elected to come under Subchapter S, 
can liquidate the corporation after pur- 
chasing the stock and obtain a new 
basis for the assets received in liquida- 
tion,28 and under certain circumstances 
this is true even though the purchaser 
also is a corporation.3® However, this 
does not solve the tax problem where 
fy there is a sale of less than all of the 
corporation’s stock and the purchaser 
of the stock interest is not in a position 
he to insist upon liquidation of the corpo- 


ss ration. 


Death or retirement of an owner 

If the owner of a proprietorship dies 
<i a or retires, his business usually will be 
he liquidated or sold. In either event, there 
are no special income tax problems. As 
i discussed in the previous section, the in- 
. come tax nature of the gain or loss 
realized is dependent upon the character 
of the properties sold. 

If a partner dies or retires, there are 
exceptional opportunities to engage in 
tax planning with respect to the pay- 
ments for his partnership interest and 
particularly for his interest in the good- 
will. If his interest in the partnership is 
the 
partnership 


OSE 
liquidated by payments 
eld ; 


the 


made by 


partnership, and_ if 


\ 
Me agreement provides for payment for his 
a interest in the partnership goodwill, any 
\e taxable gain arising from payment for 
his interest in such goodwill is treated as 


s ol 


tory 


pli ‘Int. Rev. Code of 1954, Section 1374. 
I Int. Rev. Code of 1954, Section 441. 
pon ‘Int. Rev. Code of 1954, Section 706(b) (1). 
Int. Rev. Code of 1954, Section 401. 

tra U. S. Treas. Regulations (1939), Section 39.22 
(a)-3. 
il of Int. Rev. Code of 1954, Sections 105, 106. 

*Int. Rev. Code of 1954, Section 101 (b). 
“Int. Rev. Code of 1954, Sections 702(a), 703 
x (a)(1). 
with Int. Rev. Code of 1954, Section 702(b). 

the Int. Rev. Code of 1954, Section 1211(a). Under 

ue Section 1212, the capital loss may be carried over 
and offset against capital gains, if any, of the 
rporation for the succeeding five years. 
“Int. Rev. Code of 1954, Section 170(b) (2). The 
excess of charitable contributions over the 5% 
mitation may be carried over for two years and 
educted, subject to certain restrictions, in these 


unds 
sells 
basis 


has¢ 








an amount realized on the sale of a 
capital asset.4° 

On the other hand, the partnership 
agreement can classify the payments to a 
retiring partner or to the successor in 
interest of a deceased partner as ordin- 
ary income to the payee and a deduction 
against ordinary income of the continu- 
ing partnership. This is accomplished by 
providing in the partnership agreement 
for payments, in addition to those for 
the retiring or deceased partner’s in- 
terest in the property of the partnership, 
without any specification that such pay- 
ments are made for his interest in the 
partnership’s goodwill. If income pay- 
ments are made by the continuing part- 
nership to the retiring partner, or to 
the interest of a deceased 
partner, the fact that such payments are 
deductible in computing the taxable in- 


successor in 


come of the surviving partners makes it 
possible to be more generous in the 
amount of such payments. Normally, the 
retiring partner or the successor of the 
deceased partner is in a much lower in- 
come tax bracket than the continuing 
partners. Consequently, the fact that 
such payments are taxable as ordinary 
income to the recipient usually does not 
create a serious tax problem to a retir- 
ing partner or to the successor in in- 
terest of a deceased partner.*! 

No similar opportunity is accorded a 
corporation to make payments that are 
deductible by the corporation as part of 
the consideration for retirement of the 
interest of a retiring shareholder or of 
a deceased shareholder. Nothing in the 
statute extends to a Subchapter S corpo- 
ration this significant tool in tax 
planning available to a partnership. 

If a proprietor dies, his business assets 
take a new basis for income tax purposes 
in the hands of his personal representa- 
tives equal to the fair market value of 
such assets at the date of the proprietor’s 
death or at the optional valuation 
date.42 If a member of a partnership 
dies, the partnership may elect to adjust 
the basis of partnership property in the 


subsequent years. 

27 Williams v. McGowan, 152 F.2d 570 (CA-2). 
28 Int. Rev. Code of 1954, Section 751(c). 

2® Int. Rev. Code of 1954, Section 751/d). 

%o The U. S. Treasury Regulations at Section 
1.751-1(a) (2) state the method of determining 
the gain attributable to the sale of the partner's 
interest in the partnership’s unrealized receiv- 
ables or substantially appreciated inventory 
items. 

%1 Int. Rev. Code of 1954, Section 751. 

22 Int. Rev. Code of 1954, Section 741. 

%3 Int. Rev. Code of 1954, Section 341. 

“For an excellent recent article on collapsible 
corporations, see Axelrad, Recent Developments 
in Collapsible Corporations, Taxes, Vol. 36, No. 
12, p. 893 at 909. 

* Int. Rev. Code of 1954, Section 1012. 

89 Int. Rev. Code of 1954, Section 754. 
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between the 
fair market value of the deceased part- 
ner’s interest in the partnership prop- 
erty and his interest in the partnership's 
adjusted basis of that property.43 Such 
adjustment to the basis of the partner- 
ship property is effective only with re- 
spect to the successor in interest of the 
deceased partner,44 thus taxing the de- 
ceased partner’s interest in the partner- 
ship property as though it were a sole 
proprietorship. 


amount of the difference 


under Sub- 
chapter S is terminated if a deceased 


A corporation’s status 
shareholder's interest in the corporation 
is distributed, pursuant to the terms of 
his will, to a testamentary trust.45 This 
prevents the type of estate planning that 
is customary with a moderate to large 
estate, where the decedent's property is 
left under his will in a trust, with in- 
come for life to his widow and upon her 
death either the trust property is dis- 
tributed to the children or the trust con- 
tinues for a specified period for the 
benefit of children. No such re- 
strictions on estate planning bind a pro- 


the 


prietorship or a partnership. 

A new shareholder in a Subchapter 
S corporation Must file a consent to the 
prior election to be taxed under Sub- 
chapter S, and if such consent is not 
filed “within such time as the Secretary 
or his delegate shall prescribe by regula- 
the 
is total in 
that all shareholders are equally affected 


tions” there is a termination of 


election.46 The termination 


and a new election under Subchapter $ 
cannot be filed until the corporation’s 
fifth taxable year after the first taxable 
year for which the termination is effec- 
tive.47 The Proposed Regulations. re- 
quire the consent of a new shareholder 
to be filed within a period of 30 days 
beginning with the date on which he be- 


comes a new shareholder.48 If a share- 


holder of a Subchapter S corporation 
dies, his estate is considered a new share- 
holder. The consent of the executor to 
the Subchapter S election must be filed 
within 30 days from the appointment of 


37 Int. Rev. Code of 1954, Section 743(b). 

* Int. Rev. Code of 1954, Section 334(a). 

% Int. Rev. Code of 1954, Section 334(b) (2). 
‘oInt. Rev. Code of 1954, Sections 736(b) (2) 
(A), 731(a), 741. 

‘1 An illustration of the inter-play of income tax 
consequences as between a retiring partner and 
the continuing partners is given in Willis, Hand- 
book of Partnership Tazation (Prentice-Hall, 
1957), at page 383 et seq. 

#2 Int. Rev. Code of 1954, Section 1014(a). 

8 Int. Rev. Code of 1954, Section 743(b). 

“Td. 

“Int. Rev. 
1371 (a) (2). 
* Int. Rev. Code of 1954, Section 1372(e) (1). 
‘TInt. Rev. Code of 1954, Section 1372(f). 
*U. S. Treas. Regulations 
1.1372-3(b). 


Code of 1954, Sections 1372(e) (3) 


(Proposed), Section 


70 » 


the executor or administrator, provided 
that in any event the consent must be 
filed within 60 days following the close 
of the corporation’s taxable year during 
which the estate became a shareholder.*® 
The 30-day period allowed by the Pro- 
posed Regulations is so short as to place 
in real jeopardy the continuation of the 
Subchapter S election following the 
death of a shareholder. Many executors 
may require the protection of a court 
order before executing the consent to 
the Subchapter S election. It will be 
extremely difficult to obtain such a court 
order within 30 days following the ap- 
pointment of the executor. 

There are no corresponding problems 
with respect to the continuation, follow- 
ing death, of the former tax status of a 
proprietorship, except, of course, for the 
division in reporting of income between 
the final income tax return of the de- 
cedent and the fiduciary income tax 
return filed for the estate. 

In the case of the death of a member 
of a partnership, the partnership con- 
tinues its same tax status and the tax- 
able year of the partnership does not 
close with respect to the deceased part- 
ner as of the date of his death.5® The 
Regulations permit an exception to the 
general rule and provide for a closing 
of the taxable year of the partnership 
with respect to a deceased partner as of 
the date of his death if “under the terms 
of an agreement existing at the date of 
death of a partner, a sale or exchange 
of the decedent partner’s interest in the 
partnership occurs upon that date.”5! 
This provision in the Regulations is in- 
tended as a relief provision to permit 
the closing of the taxable year of the 
partnership with respect to a deceased 
partner as of the date of his death, if 
such closing would be beneficial in per- 
mitting a deceased partner’s income to 
be reported in his final return and offset 
by deductions and credits allowable in 
his final return.52 


Conclusion 


It is not possible to reach any over-all 
conclusion as to whether a_ business 
should be conducted as a proprietorship 
or partnership or whether it should be 
incorporated and an election filed under 
Subchapter S. Each situation must be 


49 Id. 

5° Int. Rev. Code of 1954, Section 706(c). 

SU. S. Treas. Regulations, Section 1.706-1(c) 
(3) (iv). 

52 See the discussion of the possible significance 
of such closing of the partnership’s taxable year 
with respect to a deceased partner as of the date 
of his death in Willis, Handbook of Partnership 
Tazation, at page 366 et seq. 
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analyzed on its particular facts and the 
conclusion made on thé basis of its plans 
and prospects for immediate and long- 
range operation. 

No statistics are yet available as to 
the number of businesses that have been 
incorporated to take advantage of the 
election under Subchapter S. The ad- 
mittedly scanty information obtained 
by the author from conversations with 
lawyers who do not specialize in the tax 


field indicates that many elections have 
been made under Subchapter $ without 
adequate understanding of its problems 
and potential pitfalls. 

It is hoped that those taxpayers who 
rise to the Commissioner's new lure wil] 
enjoy a hearty repast of tax savings and 
other advantages under Subchapter § 
and will not become impaled on any of 
the multiple barbs that lie concealed in 
the statutory framework. ? 


Efforts to tax stock dividends under 


Section 305 opposed; experts differ 


by CHARLES D. LEIST 


A sharp difference of opinion exists among experts over whether Section 305 should 


be amended to tax stock dividends under the Citizens Utility rule. The Mills Ad- 


visory Group is urging a change in the law to impose such a tax; the Taxation 


Section of ABA opposes change, as does the AICPA. Practitioners must evaluate 


these pressures before proceeding with any advice on use of the two-class-common 


device. Mr. Leist here analyzes the law and Regulations, favors no change. 


ie 1954 1r was determined as a matter 
of national policy that thereafter cor- 
porations should be permitted the wid- 
est possible latitude in making tax-free 
distributions of their own stock and 
stock rights to their shareholders. At 
that time Congress deliberately reversed 
the rule of taxability which had applied 
for the preceding eighteen-year period. 
Instead, it provided in Section 305 that, 
with one exception, no tax would be 
imposed upon the distribution of stock 
dividends or stock rights even though 
the proportionate interest of a_par- 
ticular shareholder was varied. It was 
simply said that “as long as a share- 
holder’s interest remains in corporate so- 
lution, there is no appropriate occasion 
for the imposition of a tax.”! 

The single exception to the almost 
complete statutory exemption reflected 
in Section 305 was in the case of so- 
called “distributions in lieu of money.” 
Apart from certain limited preference 
dividend situations, distributions in lieu 
of money consisted of instances where 
the shareholders could elect whether to 
receive the distributions in stock or 
rights, or, in lieu thereof, in money or 


1 Senate Committee on Finance, 83rd Congress 2d 

Session, Report No. 1622, p. 44. 

2 Hearings, Committee on Ways and Means, 

House of Representatives, 85th Congress, 2d Ses- 

sion, January 31 to February 7, 1958, “General 

Revenue Revision,”” pp. 3131 ff. 

8 Statement of Clifford L. Porter, Section of 

Taxation, American Bar Association, before Com- 
mittee on Ways and Means. 


other property. Thus, if any shareholder 
had an election as to the medium in 
which the dividend would be paid on 
his then stock interest, it was contem- 
plated that the general principles of 
Section 301 would be applied, and that 
the stock or rights received by him 
would be subjected to tax. The excep- 
tion, to this extent at least, merely gave 
statutory recognition to the doctrine of 
constructive receipt, for it was not signi- 
ficant whether or not the stock or rights 
received were of the type which, in the 
usual situation, could be constitutional- 
ly subjected to tax. 

It is, however, this exception of Sec- 
tion 305(b)(2) which, five years after the 
adoption of the 1954 Code, is being used 
as the springboard for an amendment to 
Section 305 designed, at least in the area 
of its application, to reverse the stock 
dividend exemption policy so deliber- 
ately developed. The amendment pro- 
posed may be but the forerunner of 
others yet to come, for the report of the 
Advisory Group hints strongly at the 
necessity of further exceptions to the 
rule of non-taxability. Perhaps then 
someday in the not too distant future, 


4Memorandum of Committee on Federal Taxa- 
tion, American Institute of Certified Public Ac- 
countants, submitted to Committee on Ways and 
Means on March 2, 1959. 

5 Statement by David A. Lindsay, Assistant to 
the Secretary of the Treasury, before Committee 
on Ways and Means on February 27, 1959. 

® Senate Committee on Finance, 83rd Congress, 
2d Session, Report No. 1622, p. 44. 
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after the constant application of the 
amendment power builds exception up- 
on exception and complexity upon com- 
plexity, we shall be forced, out of a 
sheer desire for simplicity, to once again 
return to the taxing policy of the 1939 


Code. 

Because it said that the proscriptive 
effect of Section 305(b)(2) may be avoid- 
ed by the simple expedient of one cor- 
poration having two classes of common 
stock, one on which only stock dividends 
are distributed, and the other on which 
only cash dividends are paid, the Ad- 
visory Group has recommended that a 
new exception be written into Section 
305. The new provision, to be identified 
as Section 305(b)(3), would make a dis- 
tribution of stock, or of rights to ac- 
quire stock, taxable if: 

|. such distribution is made with re- 
spect to common stock of a corporation 
(whether of one or more than one class); 
and 

2. it is payable in stock (or rights) 
with respect to a portion of such stock, 
and in money or property with respect 
to the balance: and 

8. the effect of such distribution is to 
increase the proportionate interest of 
the recipient in the corporation. 

The proposed new provision seems di- 
rected specifically at a two-class of com- 
mon stock arrangement first devised in 
1955 by Utility Corp. to 
broaden the market appeal for its stock, 
and to permit it to finance needed ex- 
pansion out of equity capital. In the 
course of exploring the feasibility of an 
all-stock, no-cash dividend policy on its 


Citizens 


single class of common stock, that cor- 
poration had polled its shareholders and 
found that while some desired only stock 
dividends, others wished the corporation 
to pursue a cash dividend policy. 

The corporation finally determined to 
satisfy both groups of shareholders by 
creating two classes of common stock: 
Class A upon which as a matter of cor- 
porate policy only stock dividends would 
be distributed; and Class B on which it 
intended only to pay cash dividends. 
The Class B, once it had been issued, 
would not be convertible to Class A, 
but the latter class of shares could, ex- 
cept during the period immediately fol- 
lowing the declaration of a dividend, be 
exchanged for Class B. 

The corporation submitted its plan to 
the Treasury Department for an ad- 
vance determination. In two administra- 
tive rulings issued in August and De- 
cember, 1955, the Treasury apparently 


approved the contemplated recapitaliza- 
tion, and held that under Section 305 
the holders of the Class A common. stock 
would not realize any taxable income as 
a result of subsequent distributions of 
stock dividends on those shares. In view 
thereof, the plan was effectuated by the 
corporation and its then common share- 
holders were permitted to choose the 
class of stock they preferred.? 

In the ensuing six months’ period the 
Treasury Department suffered a change 
of heart, and in July, 1956, proposed 
that the Regulations under Section 305 
be amended to preclude the two-class 
stock arrangement under any circum- 
stances. It sought to arrive at this result 
under Section 305(b)(2) by providing 
that (regardless of the existence of con- 
version rights and the terms of the 
shares) a shareholder necessarily had an 
election as to the medium of payment of 
dividends, if there were in existence two 
classes of common stock for the same 
corporation. 

The proposed Regulations have, for 
perhaps obvious and sound reasons, 
adopted. The Advisory 
Group now proposes that the same result 


never been 


should be achieved by enacting as an 
amendment to Section 305 a provision 
which will, irrespective of convertibility, 
tax stock dividends on one class of com- 
mon stock if a cash dividend is paid 
upon the common shares of another class 
of the same corporation. Under the sug- 
gested legislative approach, the new pro- 
vision will in no way depend on any 
right of election in the shareholders—it 
will represent a second independent ex- 
ception to the exemption established by 
Section 305(a) and apply regardless of 
whether the recipient shareholders have 
any choice in the medium of payment. 

The Advisory Group justifies its rec- 
ommendation by stating that it is con- 
cerned that if the two-class common 
stock arrangement is permitted, it will 
become so widely used that “it might in 
time endanger the revenue and lead to 
the taxation of [all] stock dividends.” 





Surplus accumulations reasonable; man- 
agement was deadlocked on spending. 
Taxpayer corporation was in the busi- 
ness of providing banks with all the 
equipment and materials for operating 
special checking accounts. It was threat- 
ened by competitors with better equip- 
ment and one stockholder wanted to un- 


New corporate decisions this month 
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[Mr. Leist is associated with the Cleve- 
land law firm of Baker, Hostetler & Pat- 
terson, and former special attorney for 
the Internal Revenue Service in Chicago 
and Washington, D. C.] 





While such concern may be sympathet- 
ically received, it is no adequate answer 
to the view oi the Section of Taxation 
of the American Bar Association that 
“there is nothing objectionable in hav- 
ing one class of stock pay [taxable] cash 
dividends . . . and another class of stock 
accumulate earnings which remain un- 
taxed .. . until distributed.” Certainly 
if that be true and if, as is claimed, the 
two-class common stock arrangement 
does facilitate the investment of equity 
capital, then, as suggested by the Améri- 
can Institute of Certified Public Accoun- 
tants, “no legislative action should be 
taken unless and until these fears [of the 
Advisory Group] are realized.’’4 
Perhaps more important than every 
other consideration is the fact that the 
proposed amendment, in terms of the 
result it seeks to achieve, represents a 
direct and clear-cut attack upon the ba- 
sic philosophy of Section 305. Such an 
attack cannot be justified merely by 
pointing out that the two-class stock ar- 
rangement permits high bracketed tax- 
payers to invest in stock dividend pay- 
ing shares, and to recover the fruits of 
their investment through capital gain 
dispositions of the stock or rights dis- 
tributed thereon.5 The stock dividend 
type of distribution has always permit- 
ted its recipient to postpone tax until 
his proprietary interest is disposed of, 
and then to have it taxed at capital 
gain rates rather than as ordinary in- 
come. There is nothing new in that con- 
sideration, and it was fully recognized 
at the time of the enactment of the 1954 
Code.® The mere fact that someone has 
ingeniously utilized that investor prede- 
liction to encourage the utilization of 
equity capital should not weaken our 
resolution not to return to the old ways 
and the old rule of the 1939 Code. * 


dertake research to develop new ma- 
chines. The other stockholder had veto 
power over expenditures and refused to 
spend more than $50,000. An accumula- 
tion of $174,000 surplus in 1950 was held 
by the Tax Court to be unreasonable 
and it sustained the penalty tax. This 
court reverses. The burden here, under 
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the 1954 Code, is on the Commissioner 
and showing that because of the dead- 
lock the money would not be spent does 
not prove that it would be unreasonable 
to spend it. Further, the court says that 
no thought seems to have been given to 
the stockholders’ taxes and where the 
accumulation is due to deadlock the pre- 
sumption that accumulation is to avoid 
tax does not fit. Casey, CA-5, 5/11/59. 


Insurance agency not PHC though only 
stockholders are licensed to perform ser- 
vice. In 1954 the IRS ruled (54-34) that 
income received by a fire insurance 
agency was personal service income and 
made the company subject to the per- 
sonal holding company tax. The corpo- 
ration received commissions from insur- 
ance companies, but the contracts with 
the agency specified that only named 
persons, who were stockholders, were 
authorized to accept risks (i.e., to per- 
form the service for which the commis- 
sion is paid). The IRS now rules on an 
agency whose contracts with the insur- 
ance companies do not specifically name 
the persons authorized to accept risks. 
However, only persons licensed by the 
state may sell insurance and the only 
licensed persons in the agency are stock- 
holders meeting the other PHC tests. 
The IRS rules that commissions they 
€arn are not personal service income be- 
cause specific individual stockholders are 
not designed by the contracts as the per- 
son to perform the service. Licensed em- 
ployees might be taken into the agency 
without violating the contract with the 
insurance company. Rev. Rul. 59-172. 


Constructive ownership rules inapplic- 
able in determining qualification for 
Subchapter S. 


than ten shareholders, a corporation can- 


Where there are more 


not qualify as a small business corpora- 
tion eligible to elect Subchapter S even 
though the shares are held by related 
individuals. For this purpose each indi- 
vidual is considered as a_ shareholde1 
and the rules relating to the constructive 
ownership of stock for personal holding 
¢ompany purposes do not apply. Rev. 
Rul. 59-187. 


“Split-off” reorganization involving sale 
of stock to key employee taxfree. All of 
the stock of a corporation engaged in 
two independent businesses for over five 
years, manufacturing and __ brokerage, 
was owned by a husband, his wife, and 
their son. For business reasons they de- 


cided to split off the brokerage business 


August 1959 


and give a key employee a minority in- 
terest in it. This was accomplished by 
having the employee buy from the wife 
for cash some of the stock of the old 
corporation which she held. Immediately 
thereafter a new corporation was organ- 
ized to carry on the brokerage business. 
The old corporation turned over the 
assets pertaining to the brokerage busi- 
ness to the new corporation in return 
for all of its preferred and common 
stock. At the same time, the husband 
and the employee (but not the wife or 
the son) surrendered all of their stock in 
the old corporation for the preferred 
and common of the new. The employ- 
ee’s interest in the entire stock equity 
of the new corporation was 18%, while 
the husband owned the balance of the 
stock. The Service rules that the prior 
sale to the employee will not affect 
the tax-free nature of the split-off since 
the transaction does not constiiute a 
device to distribute earnings and profits, 
and does not violate the continuity of 
interest requirement. It also rules that 
the preferred stock is “Section 306” stock 
in the hands of the stockholder receiv- 
ing it. Rev. Rul. 59-197 


Spin-off of subsidiary stock taxable; 5 
year business requirement not met. Cen- 
trifix Corporation was organized in 1926 
to conduct engineering activities. It pur- 
chased property in 1946 fer use as a 
shop and office and did use half of the 
space. The rest was rented to various 
tenants from the time the property was 
acquired until it was sold in 1950. New 
property was acquired in 1950 and put 
into a newly formed subsidiary of Cen- 
trifix. The new subsidiary thereafter 
leased one-half of the new property to 
Centrifix and the balance to other ten- 
ants. The court holds the distribution 
by Centrifix of all the stock of the sub- 
sidiary to its principal stockholder in 
December 1954 does not qualify as a 
nontaxable distribution under Section 
355. One of the requirements for non- 
recognition of gain or loss on a distribu- 
tion under that section is that both the 
distributing corporation and the con- 
trolled corporation be engaged in the 
active conduct of a trade or business for 
a total of five years prior to the distri- 
bution. Even assuming that a period of 
operation by Centrifix can be added to 
the period that the subsidiary conducted 
the rental business in order to satisfy 
the five-year test, the court finds that 
Centrifix could not be considered as hav- 
ing been actively conducting a rental 


business. The court reviews the legisla- 
tive purpose of this test and the cases 
dealing with trade or business. It con. 


cludes that the renting of part of the 


building used in business for a very 
small sum never kept separate on the 
books is not a business for this purpose. 
The creation of a separate subsidiary to 
hold the new property signals the start 
of a separate business. However, that 
was several months less than five years 
prior to the spin-off. Elliott, 32 TC No. 
> 


Reorganization taxable; plan fails to 
meet “solely for voting stock” test. Tax- 
payer corporation transferred shares of 
its voting stock to a 79.9% controlled 
subsidiary in exchange for all of the sub- 
sidiary’s property. The subsidiary then 
liquidated, and as part of the liquidat- 
ing distribution, taxpayer received back 
shares of its own stock upon surrender 
of the subsidiary stock. Taxpayer argued 
that it actually owned 80% and that, in 
effect, had a reorganization. The Tax 
Court treated the two steps as a single 
integrated transaction with the result 
that taxpayer did not acquire all of the 
subsidiary property solely in exchange 
for voting stock. It received the assets 
in part for its own stock and in part for 
the stock it held in the subsidiary. It 
follows that there was not a non-tax- 
able reorganization under section 112(g) 
(1)(C) of the 1939 Code. Furthermore, 
since taxpayer did not own prior to the 
liquidation more than 79.9% of the sub- 
sidiary’s voting stock (having failed to 
prove that it had any rights to addition- 
al shares to which employees were en- 
titled under stock-purchase agreements), 
there was not a non-taxable liquidation 
of an 80% subsidiary under 112(b)(6). 
This court affirms. Bausch & Lomb Opti- 
cal Co., CA-2, 5/19/59. 


Dividend results from spin-off (1939 
Code). Taxpayer was the principal stock- 
holder of a corporation that held a car- 
dealer franchise. He desired to retire, 
but his associates were unable to buy 
him out because of the large real estate 
holdings of the corporation. It was there- 
upon decided to form a new realty cor- 
poration to which the real estate would 
be transferred. Taxpayer acquired all 
the stock of the new corporation by a 
series of bookkeeping entries involving 
no cash. The court holds this was in sub- 
stance a reorganization. The stock of the 
new corporation is boot to the taxpayer, 


taxable as a dividend. The spin-off was 
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not taxfree under the 1939 Code which 
governed the taxable year because it was 
not preceded by an exchange of stock, 
as required by Section 112(b)(3) of the 
1939 Code. [The 1954 Code Section 355 
does not require an exchange of stock in 
a spin-off. Ed.| Holz, DC Minn., 5/15/59. 


Ordinary income on cash received by 
shareholder in bank consolidation. Tax- 
payer owned 450 shares of stock in a 
trust company which consolidated with 
a national bank. To avoid unreasonably 
small fractional shares, the bank gave 
one share of its stock and $36 for each 
eight shares of trust company stock sur- 
rendered. Payment was made out of 
some $450,000 set aside by the national 
bank before the consolidation. The 
court finds the transaction was a reor- 
ganization but that the cash is taxable 
as ordinary income. The distribution of 
$2,025 received by the taxpayer was, it 
found, essentially equivalent to a divi- 
dend. It is immaterial whether the boot 
was paid out of the national bank funds 
or trust company funds. Because the pur- 
pose of the cash payment was to give 
trust company stockholders precisely the 
appraised value of their shares, the segre- 
gated $450,000 was in reality funds of 
the trust company. Taxpayer’s argument 
that the payment was not essentially 
equivalent to a dividend because his 
proportionate interest was changed in 
the transaction is also without merit. 
Such changes are inherent in any statu- 
tory consolidation. Taxpayer has the 
same right to receive dividends, and the 
same right to share in the assets upon 
dissolution of the consolidated bank, as 
he would have had if the trust company 
had declared a dividend. Ross, Ct. Clms., 
6/3/59. 


Notes of thin corporation were risk 
capital [Certiorart denied]. Taxpayer 
and another person made advances to a 
corporation in which they were each 
50% stockholders. The advances were 
evidenced by demand promissory notes 
and were roughly in proportion to the 
stockholdings of the two. In the earlier 
opinion the Tax Court disallowed a bad 
debt deduction for the loans, finding as 
a fact that the notes did not represent 
bona fide debts, but were really risk 
capital. This court remanded, saying 
that, before it was able to review the 
decision, it must know the basis for the 
Tax Court’s conclusion it was not suffi- 
cient for the Tax Court to find merely 
the ultimate fact. It concluded that the 


significant factor was whether the funds 
were advances with reasonable expecta- 
tions of repayment regardless of the suc- 
cess of the venture or were placed at the 
risk of the business. The Tax Court, ex- 
pressing doubt as to what further action 
is proper on the remand, made addition- 
al finding of specific ultimate facts; that 
the advances were placed at the risk of 
the business, that no outsider would 
have made such loans. It disallowed the 
deduction. The Second Circuit affirmed. 
Gilbert, cert. den., 5/25/59. 


Land trust taxable as corporation. The 
beneficiaries of a testamentary trust who 
held a vested interest in a building 
created taxpayer, a land trust, to hold, 
manage, and operate the property. They 
each received certificates of beneficial 
interest. Since the association had the 
attributes of a corporation, it was tax- 
able as such. Schofield Estate, CA-6, 4/ 
3/59. 


Jury finds redemption not essentially 
equivalent to a dividend. Taxpayers re- 
ceived $91,000 in redemption of 150 of 
the 200 shares of capital stock which 
they owned. The redeeming corporation 
apparently had substantial accumulated 
earnings and had paid only one small 
dividend in the previous 17 years. Con- 
trol of the corporation did not change 
as a result of the redemption. Taxpayers 
claimed that the transaction gave busi- 
ness benefits to the corporation by im- 
proving its credit position with one 
bank and by removing friction between 
the two remaining stockholders. The 
jury finds the $91,000 payment to be en- 
tirely for redemption of the stock and 
not essentially equivalent to a dividend. 
Tate, DC Ky., 4/30/59. 


Redemption of preferred, held by com- 
mon stockholders, a dividend (Old Law). 
Taxpayer orginally owned half the com- 
mon stock of a Ford agency; the other 
half was held by the owner of all the pre- 
ferred. Two years after the agency re- 
ceived its franchise, Ford insisted that 
taxpayer own half of all the stock. He 
therefore purchased half the preferred, 
but the payment was to be made out of 
income from the preferred. Three years 
later, in 1950, the corporation redeemed 
all the preferred and the Commissioner 
taxed it as a dividend. The Tax Court 
held for the Commissioner, and this 
court agrees. The redemption was sub- 
stantially equivalent to a dividend; there 
was no contraction of the business, the 
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company had earnings and profits to 
cover the payment and there was no 
business purpose for the redemption. 
[The 1954 Code not only provides spe- 
cific rules exempting certain redemp- 
tions from dividend treatment; it also 
contains the general exemption similar 
to that in the 1939 Code for redemp- 
tions not substantially equivalent to a 
dividend.—Ed.] Stolz, CA-5, 5/26/59. 


Redemption not equivalent to a dwvi- 
dend. In a memorandum opinion in 
which no facts are given, it is ordered 
that judgment be entered on the jury’s 
verdict that a redemption of corporate 
stock by taxpayer was not essentially 
equivalent to a dividend. Tate, DC Ky., 
4/30/59. 


Cancellation of part of stockholder’s in- 
debtedness was a dividend. A «»rpora- 
tion which had succeeded a partnership 
erroneously reported income of $25,000 
from the investment account of tax- 
payer, a former partner and a principal 
stockholder of the corporation, and paid 
the taxes on it. Later, taxpayer reported 
the income on his own return. The cor- 
poration ther filed a claim for refund 
with respect to the tax it had paid on 
such income and received a refund of 
$12,200 which it credited to taxpayer's 
drawing account on its books. Inasmuch 
as taxpayer had been indebted to the 
corporation in excess of $12,200, and the 
corporation had substantial earnings and 
profits, the credit of the $12,200 to tax- 
payer’s account is held to be the equiva- 
lent of a dividend distribution resulting 
in taxable income to him. Hash, TCM 
1959-96. 


Debt-stock ratio on incorporation deter- 
mined on actual value of assets trans- 
ferred for stock. Taxpayer, who had con- 
ducted his business as a sole proprietor 
since 1920, incorporated it in 1949. He 
contributed certain operating assets to 
the corporation for $35,000 of its stock, 
and sold to it machinery and equipment 
worth $180,000 for its promissory note 
bearing 4% interest. Although on the 
books the ratio of indebtedness to capi- 
tal appeared to be 5 to 1, the court finds 
that on the basis of actual values, the 
debt-stock ratio was | to 1, which it held 
to be an adequate capitalization. Ac- 
cordingly the execution of the note 
created a valid debtor creditor relation- 
ship entitling the corporation to deduct 
he interest it paid on the stockholder’s 
notes. Brown, TCM 1959-109. 
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Supreme Court holds installment sales 


“dealers reserves” are taxable 


by ARNO HERZBERG 


After years of litigation in which the Commissioner has several times been cver- 


ruled by circuit courts, the question when installment dealers’ reserves are taxable 


has been answered by the Supreme Court. In holding in the Hansen case that such 


reserves are taxable, at the time of sale, the Court has blurred some accounting 


distinctions, perhaps as a result of confusing trade practices. Mr. Herzberg, who 


has written on this question as it moved through the courts, here analyzes the 


Supreme Court decision, and relates it to the several circuit court decisions which 


went before. Mr. Herzberg, a CPA, practices in Newark, New Jersey. 


, oe SUPREME Court has finally made 
a decision in the involved problem 
of,.dealers’ reserves. But the Court has 
solved only part of the complex and 
confusing issue that has baffled the lower 
courts for a number of years.1 There is 
quite a deal of controversial territory 
left and in day by day practice the 
decision of the highest court of the 
land will make it much more difficult 
to maintain the differentiations and dis- 
tinctions that have to be made in this 
area.2 The battle is, by no means, over 
yet, 


The facts involved 

Dealers’ reserves arise out‘ of the sell- 
ing of installment paper to.finance com- 
panies. These are the facts involved in 
a. typical case of installment. financing: 

1. The dealer sells a car (or any other 
item) only if the finance company ap: 
proves the customer’s.credit and. agrees 
tq, accept his note which, together. with 
a'cash down payment or/and.a trade-in, 
makes up the,selling price of the car; 

2. The customer executes the note to 
the finance company on forms supplied 
by the finance company; ; 

3. The dealer assigns the conditional 
sales contract made out on forms given 
him by the finance company to the 
finance company: in consideration for 


the balance of the purchase price to be 
paid to him by the. finance .company— 
without 
premiums; 

4. Out of. the financed amount the 
finance company might retain a portion 
of the balance due tothe dealer. This 
retained part is. called holdback; 

5. The finance. company “sets aside” 
a portion of. the..finance charge as an 
inducement tothe dealer to give his 
business to the finance,,company; this 
contingently credited’ commission called 
” is not withdrawable but goes 
into a pool which is not paid to the 
dealer unless and. until it reaches a. cer- 
tain percentage of the total outstanding 
customers’ notes; ' 

6. Losses. are charged, to, holdbacks 
and reserves—to holdbacks in case of re- 
possession only, .to the.,reseryes in case 
of repossession or:if a, customer, pays off 
his notes ahead of time, In this case the 
reserve is decreased by..a,proportional re- 
duction of the portign. of the.contingent 


finance-charges. or insurance 


“reserve 


commission set aside by the finance com- 
pany...’ - we. 

The question ‘is :when to accrue the 
holdback and reserve: in, the year the 
sale is made.and, the dealer's. account is 
credited-or. when the dealer receiyes the 
money. 

The Supreme Court decision de- 


livered on June 22, 1959 by Justice 
Whittaker deals evidently with a situa- 
tion in which holdbacks and reserves 
were credited to one single account by 
the finance company. It does not men- 
tion at all step 1 above and it interprets 
step 3 in such a manner that all theories 
advanced by the lower courts are finally 
laid to rest. These theories were based 
on arguments first advanced in Tue 
JournaL oF TaxaTiIon although they 
were never intended to apply to hold- 
backs as it was done by the Fifth Circuit 
Court in the Texas Trailercoach case. 

As I pointed out in an article in 
this journal in November 1956 (5 JTAX 
280) confusion arises unless a distinction 
is made between the holdback reserve, a 
cushion against possible loss on re- 
possession, and the contingent commis- 
sion. The commission is not a real re- 
serve though businessmen refer to it as 
one. 


Confusion in Supreme Court 


This Court called financing a “three- 
way agreement with dealer, customer 
and finance company all parties to one 
single transaction.” It concluded that the 
dealer need not accrue a holdback in 
the year the sale was made. He had no 
right to the holdback and might never 
acquire a right to it. 


Arguments in the Circuits 

The Eighth Circuit Court in Glovert 
had relied, too,.on the arguments ad- 
vanced in the Texas Trailercoach case 
and decided in favor of the taxpayer as 
did the Ninth Circuit.5 A conflict arose 
when the Seventh Circuit took the op- 
posite view.6 The Supreme Court com- 
bined all three cases and decided in 
favor of the government— “reserves” are 
taxable in the year they are credited. 
Whittaker 
examines the argument that, in sub- 
stance, the purchaser, not the dealer ob- 
tains the loan directly from the finance 
company and the percentage of the loan 
which is retained by. the finance com- 
pany may not be regarded as_ accrued 
income to the dealer, Says the Court: 
“The basis of the contention . . . is that 
each of these transactions is a single, 
‘three-cornered’ one between the dealer, 
the finance company and the purchaser; 
that, in substance, the dealer agrees, to 
sell the vehicle to the purchaser for a 
‘down payment plus cash’ . . .; that the 


In his. opinion — Justice 


purchaser agrees immediately to obtain 
from the finance company, and it agrees 
to make to the purchaser, a loan, on the 
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security of the vehicle, in an amount at 
least equal to the unpaid balance of the 
purchase price owing by the purchaser 
to the dealer for the vehicle; and that 
the purchaser agrees immediately to pay, 
or direct the finance company to pay, 
to the dealer, out of the proceeds of the 
loan, an amount equal to 95% .. . of 
the unpaid balance of the purchase price 
owing by the purchaser to the dealer for 


” 


the vehicle. .. . 


Finance charge lumped with principal 


But the Court notes: in every 


instance, the installment paper was 
executed by the purchaser and made 
payable to the dealer . . . and that the 
same was later assigned or endorsed by 
the dealer and sent to the finance com- 
pany for purchase .. . 


instance, the finance company, upon 


and that, in every 


receipt and acceptance of the install- 
ment paper and of the dealer’s obliga- 
tions respecting it, immediately paid to 
the dealer a major percentage of the 
agreed or formula fixed price for the 
paper; but, pursuant to the terms of 
the dealer‘s contract with the finance 
company, the latter retained the re- 
maining percentage of the price and 
credited it on the books to the dealer’s re- 
serve account, as collateral security for 
the payment of his contingent liabilities 
to the finance company on such install- 
ment paper.” The Court, therefore, does 
not distinguish between the note which 
includes the finance charge, and the 
financed amount which is remitted to 
the dealer by the finance company; this 
amount has nothing to do with finance 
charges or insurance included in the 
face amount of the note. In its conclud- 
ing sentence the Court again ignores 
this distinction by saying: “It is there- 
fore clear that the retained percentages 
of the purchase price of the installment 
paper, from the time they were entered 
on the books of the finance companies 
as liabilities to the respective dealers, 
were vested in and belonged to the re- 
spective dealers, subject only to their 
several pledges to the respective 
finance companies 


Court criticizes litigants 


Next, the Supreme Court turns to the 
contention that those portions of the 
dealer’s reserve account consisting of 
percentages of finance charges contin- 
gently to be paid to the dealer—our step 
5—should not be accrued in the year 
credited. The Court heaps quite some 
criticism on both counsel and finance 


companies by stating in a footnote: “As 
to the term ‘finance charges,’ the records 
and briefs in these cases make one thing 
clear: it is not a term of art. Its meaning 
appears to be both erratic and elastic. 
Nor have we been told by any one of 
these taxpayers what he intends to be 
included in his use of the term.” 

The Court finds that each taxpayer 
failed “even to adduce any evidence 
showing: 

(a) whether any percentages of the 
‘finance charges’ that may have been 
allowed to them by the respective fi- 
nance companies, were entered on the 
books of the finance companies as credits 
to the respective Dealers Reserve Ac- 
counts, and 

(b) if so, whether such percentages of 
the ‘finance charges’ so credited had 
been identified and separated in char- 
acter and amount from the percentages 
of the purchase price of the installment 
paper that were retained by the finance 
companies and entered on their books 
as liabilities to the dealers in their re- 
spective Dealers Reserve Accounts. For 
these reasons the respective taxpayers 
have wholly failed to sustain the burden 
of showing that any part of the amounts 
credited on the books of the finance 
companies to the respective Dealers Re- 
serve Accounts were entitled to special 
treatment.” 


Court’s decision ignores commissions 

We are thus presented with the in- 
escapable fact that the Supreme Court 
made a decisions only on holdbacks, but 
not on the taxability of deferred com- 
missions contingently credited to the 
dealer. This issue remains open, unde- 
cided and as uncertain as ever. It will be 
hard to convince other courts to make 
a distinction and it will be still harder 
to convince agents in the field of this 
distinction which, recently,? has been 
the object of a decision holding that re- 
serves (deferred commissions) are income 
when credited there being no difference 
between holdbacks and deferred com- 
missions. Naturally, there is such a dif- 
ference and it is implicitly recognized by 
the Supreme Court which states that 
holdbacks can be liquidated only by 
payment to dealers in cash or by apply- 
ing them to other obligations the dealer 
1 Shoemaker-Nash, 41 BTA 417; Royal Motors, 
Inc., P-H TCM 45,255; Albert B. Brodsky, 27 
TC 216; Texas Trailercoach, Inc. 27 TC 575 re- 
versed by 251 F.(2d) 395 (5th Cir.); West 
Pontiac, Inc., 27 TC 749; Blaine Johnson, 25 TC 
123 reversed by 233 F.(2d) 952, 49 AFTR1363 
(4th Cir.) 


2See this author’s articles in 5 JTAX 280, 6 
JTAX 201, 8 JTAX 212. 
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might have towards the finance com- 
pany. Deferred commissions can be de- 
pleted by customers’ action without in- 
terference by finance company or 
dealer. If a customer pays off his notes 
ahead of time, before he has paid all of 
his installments, the deferred commis- 
sion contingently credited to the dealer's 


account is proportionately reduced. 


Trade practices contribute 


Since this author first drew attention 
to the problem of holdbacks and re- 
serves§ the uncertainty in this area has 
been aggravated by what the Supreme 
Court calls “erratic” trade practices. The 
mere fact that the finance companies 
have never come around to clearly 
defining the terms to be used and 
have never adopted legal forms that 
are in harmony with the substance of 
the transaction has had deplorable con- 
sequences. Would the Court's decision 
be different if the customer’s note—the 
note which includes interest, finance 
charges and insurance set by the finance 
company had been made out directly 
to the finance company instead of to 
the dealer who, in turn, endorses it 
over to the *finance company? What 
would have happened if the finance 
companies had had separate accounts 
for holdback and reserves? What would 
the outcome be if there had been a 
more specific, more detailed agreement 
between finance company and dealer 
that was in accord with the substance 
of the transaction.® On the other hand, 
it can hardly be understood by the 
outsider why the Supreme Court had 
to criticize taxpayers’ counsel for not 
submitting enough evidence. The evi- 
dence the Court asks for is a matter of 
daily routine for every finance company. 
The problem of dealers’ reserves will 
have to be solved some day either by the 
parties concerned or by legislative 
action. This author has called for such 
legislation in hearings before the House 
Ways and Means Committee.® There 
were bills to this effect before Congress 
during last year’s session. Chairman 
Mills has just introduced a new bill 
(HR 5847) which would allow accrual 
basis dealers to exclude from income 
reserves until they are paid or until the 
dealer would have their unrestricted 
* Comm. v. Hansen; Comm. v. Glover; Comm, v. 
Baird. 

*1 AFTR (2d) 1472. 

5 Hansen v. Comm., 2 AFTR (2d) 5516. 

® Baird v. Comm., 1 AFTR (2d) 2014. 

7 Wiley v. Comm., P-H Fed. 56-616 (6th Cir.) 
5 Journal of Accountancy, September 1950. 


* General Revenue Revision Hearings, January 
24, 1958, p. 1961 ‘(Part 2). 
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Loss carryovers: courts grope toward 


judicial doctrine of business continuity 


by SYDNEY C. WINTON 


Despite the pressing need for a clear rule on the availability of operating loss carry- 


overs, the changes made in 1954 in the interest of clarity, have, if anything, made 


the picture more confused. Mr. Winton traces the development of the present 


statutory rules and analyzes both those now coming down interpreting the 1954 


changes, and those which, while concerned with prior law, affect the current Code. 


— THE 1939 nor the 1954 Code 
set forth a clear-cut line of policy 
for dealing with loss carryovers of pre- 
decessor corporations. The 1954 Code 
added two different provisions, one deal- 
ing with stock acquisitions and one deal- 
ing with asset acquisitions, each with a 
different test, a different underlying pol- 
icy and different penalties. The effect on 
the older policy still embodied in Sec- 
tion 269 was left undefined. 

There is serious question as to whether 
the new Sections—38] and 382—alone 
regulate the area of net operating losses 
and leave any room for the application 
of Section 269. This is an important is- 
sue because recent cases have injected 
new vigor into Section 269. The Treas- 
ury seems to regard Section 269 as hav- 
ing overriding applicability. 

To add to the confusion, recent court 
developments indicate the possibility of 
a further unwritten restriction in the 
form of a judicial doctrine of continuity 
of business enterprise. Fortunately con- 
fusion has been somewhat alleviated by 
the Treasury’s announced policy on the 
Libson case. 

There is a great deal of dissatisfaction 
in the Treasury with the 1954 Code pro- 
visions and we will no doubt see, in the 
near future, pressure for a more unified 
policy, most likely along the lines sug- 
gested by the Advisory Group. Certain- 
ly, starting afresh with a new policy has 
strong attraction as a way to end the 
difficulties in the present Code provis- 
ions. 

Section 122 of the 1939 Code reintro- 
duced a loss carryover provision into the 
tax law after a seven year lapse. The 
House Committee Report (HR Rep. No. 
855, 76th Cong., Ist Sess. 9), explained 
that the committee saw the need to 
remedy the old law, under which “a 
business with alternating profit and loss 
is required to pay higher taxes over a 
period of years than a business with 


stable profits, although the average in- 
come of the two firms is equal. New en- 
terprises and the capital goods industries 
are especially subject to wide fluctua- 
tions in earnings. It is, therefore, be- 
lieved that the allowance of a net oper- 
ating business loss carry-over will great- 
ly aid business and stimulate new enter- 
prises.” 

It is obvious Congress was thinking 
primarily of a single enterprise; little 
or no thought was given to the pos- 
sibility of tax avoidance or to bona fide 
changes in business or in ownership and 
how to distinguish between them. The 
resolution of the problems was left to 
the courts. 

The cases interpreting Section 122 of 
the 1939 Code were much concerned 
with form; in general they denied to a 
successor the net operating loss carry- 
over of its predecessor unless the suc- 
cessor was the same formal corporate 
entity as the predecessor. 

Though strongly supported by the 
Treasury this interpretation was not 
universally accepted by the courts. In the 
recent Donovan case (159 F. Supp. 1, 
revd. CA-1. 11/24/58) the First Circuit 
reversed the lower court decision which 
held that because the subsidiary was a 
different taxable entity the parent’s loss 
from a business previously conducted by 
the liquidated subsidiary could not be 
carried back by the parent to the sub- 
sidiary’s prior taxable year. The corpo- 
ration had incurred a net operating loss 
in 1947 in its plastics division, formerly 
conducted by a wholly owned subsidiary 
liquidated into taxpayer early in 1947. 
The district court refused to allow a 
carryback of this loss against the sub- 


sidiary’s pre-liquidation income. The ap- 
peals court in reversing pointed out that 
although the subsidiary thus permitted 
to use the carryback was not the legal 
entity which suffered the 1947 loss, the 
Supreme Court had indicated by its de- 


cision in Libson Shops (353 US 382) that 
the legal entity test is improper. Libson, 
it will be recalled, was denied the carry- 
over of pre-merger losses against income 
earned post-merger by other compo. 
nents, on the ground that only the busi- 
ness which suffered the loss could use 
the carryo: ‘+. Turning, therefore, to the 
question . ‘her the liquidation of the 
subsidiary is a bar to the carryback, the 
court said, “If we should hold that the 
effectuation of a [tax free] reorganiza- 
tion has resulted in cutting out of a 
carry-back privilege which otherwise 
existed, we would be defeating the es- 
sential purposes of the Congress in enact- 
ing the provisions for tax-free reorgan- 
izations.” 

In addition to the extremely formal 
interpretation of Section 122, another 
limitation developed: the Alprosa doc- 
trine. In Alprosa Watch Corporation (11 
TC 240 (1948)) it was held that the sec- 
tion did not deny net operating loss 
carryovers to a corporation whose stock 
ownership had changed after the losses 
were incurred even though the new 
stockholders completely changed _ its 
business. 


1954 changes 


In 1944 Congress turned its attention 
to the tax avoidance problem and en- 
acted Section 129 (now Section 269 of 
the 1954 Code). This section gives the 
Commissioner discretionary power to 
disallow deductions, credits and allow- 
ances where the principal purpose of the 
acquisition is to avoid Federal income 
taxes. It covers two types of acquisitions: 
(1) acquisitions of stock representing 
either 50% of the voting power or 50% 
of the value of stock of all classes; and 
(2) corporate acquisitions from a previ- 
ously uncontrolled corporation of assets 
taken with a carryover basis. 

Then the 1954 Code took another 
new tack. It kept Section 269 and added 
Section 381 in which it liberalized the 
availability of carryovers by eliminating 
purely formal distinctions relating to 
the taxpayer's legal entity. It made a 
predecessor’s losses available to a suc 
cessor which acquires the predecessor's 
assets in (1) a tax-free liquidation of a 
subsidiary, (2) a statutory merger or (3) 
a tax-free reorganization involving the 
transfer of substantially all of the assets 
of one corporation to another. 

The Senate Committee (Sen. Rep. No. 
1622, 83d Congress, 2d Sess. 52) explains 
its purpose in this way: “Present prac- 
tice rests on court-made law which is 
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uncertain and frequently contradictory. 
carry- 
over should be based upon economic 
realities rather than upon such artificiali- 
ties as the legal form of the reorganiza- 


Your committee agrees that 


tion .. . [Under the new rules] . . . tax 
results of liquidations or reorganization 
are... made to depend less upon the 


form of the transaction than upon the 
economic integration of two or more 
separate businesses into a unified busi- 
ness enterprise.” 

To prevent abuses, Congress at the 
same time adopted two additional pro- 
visions: One covering asset acquisitions 
in a nontaxable reorganization, Section 
382(b); the other, stock acquisitions, Sec- 
tion 382(a). 

The asset provisions require a lim- 
© stockholder interest 
and provide for a proportionate reduc- 


ited continuity 


tion of the net operating loss carryover 
if the loss corporation’s shareholders 
wind up with less than 20% of the mar- 
ket value of the outstanding stock of the 
surviving corporation. On the face of it, 
the language of the subsection would 
permit a complete change in business of 
the corporation without affecting the 
carryover. 

The stock acquisition provision, Sec- 
tion 382(a), disallows the carryover com- 
pletely unless there is continuity of both 
stock ownership and of the business 
conducted. Two things are necessary be- 
fore the disallowed. A 
change in stock ownership and a change 
in the old business. When the subsection 
applies, the 


carryover is 


entire loss carryover is 
denied. 

The pertinent stock ownership 
changes are those involving primarily 
the ten persons actuaily or constructive- 
ly owning the largest amount of stock 
at the end of the taxable year in ques- 
tion. The percentage of the market value 
of all the stock owned by each person 
in this group at the end of the taxable 
year is compared with his percentage at 
the beginning of the same taxable year 
and with his percentage at the begin- 
ning of the preceding taxable year. For 
this purpose stock includes all stock ex- 
cept non-voting and limited preferred 
stock. If under either calculation there 
has been an increase of 50 percentage 
points in the holdings of any one or 
more of the members of the group, the 
first condition of the subsection is satis- 
fied. However, a second condition must 
be fulfilled before the subsection comes 
into play; that is a change of business 
after any change in the percentage stock 





ownership. If there is no such change in 
business, the carryover is available even 
if the ownership of all the stock has 
changed. 

The Conference Report (H.R. , Rep. 
No. 2543, 83d Cong., 2d Sess., 40) makes 
it clear that the addition of a new busi- 
ness would not be deemed such a change 
of business. This means that a loss cor- 
poration may acquire a profitable busi- 
ness as long as it continues its old busi- 
ness. 

Rev. Rul. 58-9, (58-1 CB 190) under 
Section 382(a) disallows a loss carryover 
where all the stock of a corporation 
which had ceased active conduct of its 
business was sold and it was thereafter 
reactivated in its original line of busi- 
ness by the new owner who operated his 
own business together with the acquired 
business under taxpayer's corporate 
charter. This was held to be a change of 
business, the ruling stating: “Since the 
corporation was inactive, the re- 
activation of the corporation after the 
change in the percentage ownership .. . 
of its stock, whether or not in the same 
line of business as that originally con- 
ducted, did not put the corporation in 
a trade or business ‘substantially the 
same as that conducted before the 
change in percentage ownership. of such 
OO sea 


Libson case 


By far the most important case deal- 
ing with loss carryovers to successors is 
Libson Shops. Though it dealt with a 
year governed by the 1939 Code its exact 
application to 1954 Code years is far 
from clear. The case involved a retail 
chain store business initially conducted 
by 17 sister corporations, all owned by 
the same interests. Sixteen of the cor- 
porations, each of which had operated 
one or more different retail stores, were 
merged into the 17th corporation which 
had previously been the management 
company. Before the merger, three of 
the store corporations had sustained net 
operating losses and these same stores 
continued to show losses after the mer- 
ger. The merged corporation attempted 
to carry over the pre-merger net operat- 
ing losses of these three against the post- 
income earned by the other 
stores. The Court put aside the formal 


merger 


question of whether the merged corpo- 


““ 


ration was the same “taxable entity” as 
the pre-merger loss corporations. In- 
stead, it went into the basic policy of 
Section 122 (the carryover section) and 
found that it required substantial iden- 
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tity of the loss and profit business enter- 
prises, so that the setting off of the pre- 
merger losses of one business against the 
post-merger profits of another business 
was not permissible, the court saying: 
“We conclude that petitioner is not en- 
titled to a carryover since the income 
against which the offset is claimed was 
not produced by substantially the same 
businesses which incurred by the losses.” 

This is somewhat analogous to the 
approach taken in the Regulations deal- 
ing with consolidated returns (Regula- 
tion Section 1.1502-31(b)(3)) which pro- 
vide that net operating losses of member 
corporations for years in which they 
filed separate returns are limited to the 
taxable income of those corporations for 
the year in which the deduction is 
claimed against consolidated income. 

It should be noted that 1954 Code 
Section 382(b) would apparently allow 
the carryover because all corporations 
were owned by the same persons and in 
the same proportions. However, the ef- 
fect of Libson under the 1954 Code has 
already been the subject of a great deal 
of comment and speculation. Just how 
far the Supreme Court intended to carry 
the requirement of continuity of busi- 
ness is not clear, particularly because of 
a footnote in which the court stated that 
it was not passing on the Alprosa situa- 
tion, that is, where: “. . . a single corpo- 
rate taxpayer changed the character of 
its business and the taxable income of 
one of its enterprises was reduced by the 
deductions or credits of another.” (foot- 
note 9, p. 929) 

Pushed to its extreme limit, the re- 
quirement of 
could result in disallowing carryovers in 
whole or in part in any situation where 


continuity of business 


a corporation changed its business or 
added a new business, even where there 
was no change in the corporate entity. 

The facts of the Libson case fall into 
the asset acquisition area now covered 
by Section $82(b). If applicable under 
the 1954 Code, the doctrine would add 
an overriding requirement of continu- 
ing identity of business to the other re- 
quirements of the subsection. Fortunate- 
ly the Treasury is not presently minded 
to push the case that far. 


Mill Ridge 


One subsequent case under the 1939 
Code has extended the theory of the 
Libson case pretty far in a different con- 
text. In Mill Ridge Coal Company, the 
district court for the Northern District 
of Alabama held, March 28, 1958, that 
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the requirement of continuing identity 
of business enterprise under old Section 
122 required disallowance of a loss carry- 
over where the loss corporation’s stock 
was acquired by a new group which then 
changed the corporate business. This was 
done without recourse to old Section 
129 which the district court thought in- 
applicable because of Alprosa. The de- 
cision was affirmed on March 12, 1959 
by the court of appeals for the Fifth 
Circuit, both under old Section 122 and 
also on the ground that old Section 129 
was applicable, the court approving the 
approach of the Coastal Oil case, dis- 
cussed later. In 1953 all the stock of Mill 
Ridge, a coal mining company, had been 
sold and the new owners had put it into 
the business of selling and delivering oil. 
The court said that the case was an ex- 
ample of the kind of tax avoidance Sec- 
tion 129 was intended to curb and to 
permit it would be contrary to the in- 
tent of Congress and the rationale of 
the Libson case. The sole technical argu- 
ment which the court advanced: to sup- 
port its was that the 
carryover allowance is a remedial statute 
to be interpreted narrowly and “‘if, as we 
do not believe 


conclusion loss 


the trans- 
action at issue here can be said to be 
within the letter of the statute, it is for- 
eign to its spirit and its clearly expressed 
overall purpose.” 

Mill Ridge extends Libson to the 
stock acquisition area now covered by 
Section 382(a); and the result is the one 
which would have been reached under 
if the 1954 Code had 
been applicable. However, the reasoning 
of the case suggests that even if the old 
business had been continued, thus satis- 
fying the requirements of Section 382(a), 
its carryover losses could not be used 
against the profits of the new business. 

The Tax Court, on the other hand, 
dealing very recently with a substantially 
similar situation in British Motor Car 
Distributors, Ltd., (31 TC No, 44, non- 
acq., IRB 1959-22) refused to apply the 
Libson doctrine of continuity of busi- 
ness to the single corporation situation 
under the 1939 Code. The government 
has appealed to the Ninth Circuit. 

Treasury Information Release No. 89, 
dated August 25, 1958, states: ‘The 
principle announced in Libson Shops, 


is the case, 


that subsection 





[Mr. Winton is a member of the New 
York law firm of Hays, Sklar & Herz- 
berg. This erticle is based on a talk 
given by Mr. Winton before the Strad- 
ley Tax Group in Philadelphia.] 
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under, the Internal Revenue Code of 
1939, to the effect that a surviving cor- 
poration in a merger may not carry over 
and deduct premerger net operating 
losses of one business against postmer- 
ger income of another business which 
was operated and taxed separately be- 
fore the merger, will not be relied upon 
by the Service under the Internal Rev- 
enue Code of 1954 as to a merger or any 
other transaction described in Subsec- 
tion (a) of Section 381. However, see 
Sections 382(b) and 269 for the possible 
disallowance of net operating loss carry- 
overs in such transactions, and see the 
Regulations under Section 368 for the 
requirements of a reorganization.” 

It seems logical that a similar position 
should be taken in the stock acquisition 
area covered by Section 382(a), but as 
yet we have no published indication of 
Treasury policy in this regard. 

In spite of the present favorable atti- 
tude of the Treasury, I am very much 
afraid that we have not yet heard the 
last word about Libson. 


269 and Alprosa 


A related area of significant recent 
development concerns the scope of old 
Section 129 (now 269) and the Alprosa 
doctrine. Under that doctrine, the 
change of the controlling stock owner- 
ship does not prevent the carryover of 
prior losses by the corporation itself, 
even if its business is completely changed 
by the new stockholders. The reason 
given is that Section 129 prevents a tax- 
payer from taking advantage of a carry- 
over “it would otherwise not enjoy” and 
does not prevent a deduction by the loss 
corporation itself against income even 
from a new business inasmuch as the 
loss corporation has not acquired a de- 
duction it would not otherwise possess. 

Serious doubt has been cast on this 
doctrine by recent decisions, particular- 
ly Coastal Oil. In Coastal Oil Storage 
Company (242 F.2d 396 (CA-4, 1957)) a 
new subsidiary was organized by a corpo- 
ration engaged in storage of petroleum 
which transferred several oil tanks to it 
in return for all its stock. The splitoff 
was motivated by the desire of the 
parent to minimize renegotiation diff- 
culties by separating the government 
work, which it continued to handle, 
from general commercial operations, 
which were transferred to the subsidiary. 
The new subsidiary claimed a surtax 
exemption. The exemption was denied 
under old Section 129, the court holding 
that both the stock and asset acquisition 


parts of the section were applicable, Un. 
der the stock acquisition part, the cour 
stated that although the surtax exemp. 
tion was in form used by the subsidiary, 
the real beneficiary of the exemption 
was the parent. Under the asset acquisi- 
tion provision, the court held that al. 
though the surtax exemption inhered in 
the corporate existence of the subsidiary, 
it was economically meaningless until 
the income-producing assets were put 
into the subsidiary, and it was therefore 
the transfer of assets which made the 
exemption economically available. The 
division of a business of an existing cor. 
poration into multiple corporate en. 
tities was later covered by Section 15(c) 
of the 1939 Code and now by Section 
1551 of the 1954 Code. 

In Coastal Oil, Section 15(c) was not 


applicable to the part of the case here 


under consideration. Undoubtedly this 
affected the court and apparently gave 
it an impetus to plug up the gap in the 
statute by broad interpretation of old 
Section 129. The case may be an ex. 
ample of the maxim that hard cases 
make bad law. 

Another recent development under 
old Section 129 is found in the Tax 
Court case of Elko Realty Company, (29 
TC No. 106 (1958)), which applied the 
section to a new area—operating losses 
incurred subsequent to acquisition. 
There the taxpayer corporation acquired 
the stock of two corporations operating 
FHA projects, both of which were sus- 
taining current operating losses at the 
time of the acquisition. After the ac 
quisition, taxpayer filed consolidated re- 
turns setting off the current operating 
losses of the FHA corporations against 
its income. The Tax Court held that 
there was no business purpose for the 
acquisition and that it was for tax avoid- 
ance purposes; and therefore the losses 
were disallowed. The impact of the case 
is reduced by the fact that the losses 
appear to have largely resulted from de- 
preciation deductions, not representing 
any real out-of-pocket loss. 

In my mind it is highly problematical 
whether the court would have reached 
the same result if the losses were actual 
out-of-pocket losses incurred during the 
affiliation. 

Basically Mill Ridge presented a 
similar problem in that the court felt 
that*a literal interpretation of the stat- 
ute would thwart the intent of Congress 


and old Sections 122 and 129 were 


stretched to do the work now done by 
Section 382(a). Whether the broad rea- 
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soning of these cases will have an effect 
on Section 269 in other situations re- 


mains to be seen. 

The Tax Court at the present time 
continues to adhere to the Alprosa doc- 
trine. Thus, we are now faced with two 
theoretically opposite constructions of 
Section 269. The ultimate result cannot 
be predicted with certainty at this time. 

The foregoing cases involve the scope 
of Section 129 under the 1939 Code. 
The big question under the 1954 Code 
is whether the corresponding section 
(Section 269) has not been impliedly re- 
pealed so far as net operating loss carry- 
overs are concerned because of the en- 
actment of Section 382. 

The argument is that the specific pro- 
visions of Sections 381 and 382 dealing 
with net operating loss carryovers super- 
sede the general provisions of Section 
269. This, of course, would leave Section 
269 still applicable to unrealized losses 
on unsold assets and to other tax deduc- 
tions and credits. 

The Senate Committee Report [Sen. 
Rep. No. 1622, 83d Cong., 2d Sess. 284] 
is confusing. It. states: 

“If a limitation in this section [Section 
382] applies to a net operating loss 
carryover, Section 269, relating to ac- 
quisitions made..to evade or avoid in- 
come tax, shall not also be applied to 
such net operating loss carryover. How- 
ever, the fact that a limitation under 
this section does not apply shall have 
no effect upon whether Section 269 ap- 
plies.” 

Some commentators have thought that 
this means that in a transaction covered 
by Section 382(b), if the loss corpora- 
tion’s shareholders acquire somewhat less 
than the required 20% interest so that 
there is some reduction in the net oper- 
ating loss carryover, a “limitation” un- 
der Section 382 exists, and Section 269 
will not apply. The Advisory Group 
states that the Treasury is certain to 
challenge _ this However, 
many of these same commentators seem 
to feel that if the full 20% interest is ob- 
tained, there is no “limitation” applic- 
able under Section 382(b) and therefore 
Section 269 can apply. 

With regard to Section 382(a), the 
problem is even more confused. That 
subsection, if applicable at all, operates 
to disallow the carryover entirely, Any 


conclusion. 


contention that a loss carryover. not 
barred by Section 382(a) is free from the 
operation of Section 269, would have to 
rest on a broader basis than the above 
quoted language of the Senate Commit- 


tee Report. The Treasury seems to feel 
that Section 269 applies with unabated 
vigor. 


Advisory Group proposals 


The Advisory Group created by the 
Ways and Means Committee to study 
Subchapter C of the 1954 Code has come 
up with an entirely new proposal (Re- 
vised Report of the Advisory Group on 
Subchapter C). It views the problem as 
basically one of differentiating between 
acquisitions of going businesses whose 
tax attributes are incidental and acquisi- 
tions simply of the tax attributes them- 
selves. It feels that a proper differentia- 
tion can be made by relating the avail- 
ability of carryovers to the price paid, 
intending thereby to eliminate any profit 
from the acquisition of the carryovers 
except as an incident to the acquisition 
of a substantial business. It proposes 
that Section 382 be amended to provide 
that a change either at the corporate or 
stockholder level involving a transfer of 
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a 50% or greater interest in a loss cor- 
poration should result in a reduction of 
its net operating losses to 50% of the 
total value of the loss corporation, deter- 
mined by reference to the consideration 
paid for the transferred interest. 

For example, if a corporation has 
carryovers totaling $200,000, payment 
for the entire corporation would have 
to be on the basis of at least $400,000 to 
make the carryovers fully available. This 
means that in order to take full advan- 
tage of the carryover, the value of the 
assets other than the carryovers (deter- 
mined on the basis of the consideration 
paid for the transferred interest) would 
have to be about 114 times the amount 
of the carryovers. In addition Section 
269 would expressly be made an over- 
riding requirement of the Code. 

The Wall Street Journal reported in 
March that the Advisory Group has 
found a strong supporter in the Treas- 
ury which is dissatisfied with the 1954 
Code on this point. * 


Who determines whether an accounting 


system clearly reflects taxable income? 


ines DEVELOPMENT OF A SYSTEM Of ac- 
counting that will clearly reflect tax- 
able income is a task ordinarily en- 
trusted to a taxpayer’s accountant. It is 
a difficult one, made more so by recent 
cases in the field that have been more 
confusing than enlightening. These 
columns have carried considerable com- 
ment on the implications of the claim- 
of-right doctrine! and’ whether it can be 
fitted harmoniously in the: accounting 
systems that have as their goal the match- 
ing of cost and revenue. To account- 
ants, this is a fundamental requisite, not 
only of reliable financial statements, but 


also of equitable taxation. 


Another facet of ‘these claimi-of-right 
cases of particular ‘mterest to tax “ac-” 
countants was explored in a récent Mar-: 


quette Law:Review note (Vol. 42; page 
131) and we asked its‘author, Bernard P. 
Berry, fr., to develop some of the imipli- 
cations of that note for our readers. 
The note ‘began with the fundamental 
proposition that a taxpayer has the right 


1 See “‘Auto Club case confuses relation of claim 
of right to unearned income,” 9 JTAX 20, July 
1958; “Offsetting expense accrual should be al- 
lowed when claim of right income is taxed,” 9 
JTAX 132, September 1958; and “New ruling 
forecasts IRS extension of claim of right,” 9 
JTAX 202, October 1958. 

2 Section 41 of: the 1939 Code provided: “The net 
income shall be computed on the basis of the 
taxpayer’s annual accounting period (fiscal year 


to compute his taxable income under 
the method of accounting he uses for 
commercial purposes. The method, how-' 
ever, must clearly reflect his: ‘income. 
Section 41 of the 1939 Code so provided; 
and the identical language is carried for- 
ward in Sections 441 and 446 of the 1954 
Code.? These sections also provide that, 
if the method used does not clearly re- 
flect-income, then the Commissioner may 
recompute income in accordance with 
such method as in his opinion clearly 
reflécts the taxpayer’s income. " 
Under what circumstances has fhe? 
Commissioner asserted’ this*tight to’ re-' 
ject commercial aécounting methods and 
recomputé’ income ‘according to’ thé sys- 
teni that in his opinion most’ clearly re-" 
flected taxable income? Perhaps the most 
striking illustration’ of ‘the Commis- 
sioner’s exercise of discretion is his treat- 
ment of an accrual-basis taxpayer in re- 
ceipt of a prepaid income item. For ex- 
ample, in New Capital Hotel Co. Inc., 
28 TC 706 (1957), the taxpayer corpo- 


or calendar year as the case may be) in accord- 
ance with the method of accounting regularly 
employed in keeping the books of such taxpayer, 
but if no such method of accounting thas 

so employed or if the method employed does not 
clearly reflect the income, the computation shall 
be made in accordance with such method as in 
the opinion of the Commissioner does clearly re- 
flect the income .. .” This is now in Sections 
441(a) and (b), and 446(a) and (b). 
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ration, owner of a hotel, leased it for 
ten years, 1950-1959; the contract called 
for an annual rental of $30,000 with an 
advance payment in 1949 of $30,000 to 
be applied to the rent for the last year 
of the lease. The taxpayer, in accordance 
with its accrual method of accounting, 
entered the advance rental receipts in a 
liability account “Deposit on Lease Con- 
tract” and thus did not include it in its 
1949 gross income because, by commer- 
cial accounting standards, the advance 
rental would not be earned until 1959. 
The Commissioner determined that the 
$30,000 advance receipts was gross in- 
come in 1949 and the Tax Court upheld 
the Commissioner. The court felt that, 
although inclusion in the year of re- 
ceipt, rather than the year earned, is 
not in accord with the principles of 
commercial accounting, nevertheless, it 
could not be said that the Commissioner 
abused the discretion given him under 
Section 41 in determining that inclusion 
in the year of receipt was necessary in 
order to reflect income clearly. 

This case certainly seems to stand for 
the proposition that the Commissioner 
has the right in the first and final in- 
stance to set aside the computation of 
taxable income made by the taxpayer 
under his commercial accounting system 
and to substitute his own computation 
and that it is the Commissioner who 
passes judgment on the adequacy of the 
method employed by the taxpayer clear- 
ly to reflect his income. Is this what the 
statute intended? The Code said that, 
‘“. . . if the method employed does not 
clearly reflect the income, the computa- 
tion shall be made in accordance with 
such method as in the opinion of the 
Commissioner does clearly reflect in- 
come. .. .” Nowhere does Section 446 
give the Commissioner the discretion in 
the first instance to determine whether 
or not the method employed in fact 
clearly reflects income. It could very 
well be argued that his discretion is re- 
stricted to recomputing income after the 
court has determined that the method 
employed by the taxpayer is not doing 
the job. 

Actually a careful analysis of New 
Capital Hotel reveals that the Tax Court 
did not decide precisely who has the 
right to determine whether or not the 
taxpayer's system, as a system of account- 
ing, clearly reflects income. The Tax 
Court based its New Capital Hotel de- 
cision on its position that the claim-of- 
right doctrine requires treating items of 


prepaid income as taxable income. 
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There was no necessity for the Court 
to ask whether a system deferring its 
recognition as income is proper. Since 
clearly it is not, the question of account- 
ing methods never arises. 

For an answer to the question as to 
who decides whether a method clearly 
reflects income, we must turn to a court 
that does not apply the claim-of-right 
doctrine to prepaid items and is there- 
fore free to decide the time of taxability 
on the basis of taxpayer’s accounting 
methods. In such case an answer io the 
question of who makes that determina- 
tion will be required. Such a case is 
Beacon Publishing Company. However, 
before we examine the opinion there, let 
us review briefly the origin of the claim- 
of-right doctrine and its extension by the 
Tax Court to situations involving pre- 
paid income. 


Claim of right 

The claim-of-right principle had _ its 
origin in North American Oil Co., 286 
U.S. 417 (1932). The North American 
Oil Company operated oil lands, legal 
title to which was in the United States 
Government. The Government com- 
menced an action to oust the company 
and, as a consequence, a receiver was 
appointed in 1916 to supervise opera- 
tions on the property and to hold the 
net income. In 1917, the Government’s 
action was dismissed, and profits were 
paid over to the company by the re- 
ceiver. The Government appealed and 
litigation was not finally terminated 
until 1922. Neverthless, the Supreme 
Court determined that the money re- 
ceived by the company in 1917 was in- 
cludible in 1917 gross income. The court 
stated that, if a taxpayer receives earn- 
ings under a claim of right and with- 
out restriction as to their use and dis- 
position, he has received income which 
he is required to report, even though 
the other party is still contesting the 
recipient’s claim and even though the 
recipient ultimately is forced to re- 
linquish it. Moreover, the court felt that 
the taxpayer’s method of accounting was 
immaterial in such a situation, and un- 
doubtedly in a like situation the ac- 
counting method is immaterial. Is the 
accrual-basis taxpayer in receipt of a 
prepaid income item in a like situation? 

In the North American Oil case, the 
income item had already been earned 
(in 1916) at the time it was received 
(1917). Therefore, whether the taxpayer 
was on a Cash or accrual basis was im- 
material. A company on the cash basis 


(North American Oil was) would prop- 
erly take the item up as income when 
received, regardless of the fact that it 





CA-2 SAYS (IN BRESS 


ib THE RECENT Bressner Radio Inc., 
case the Second Circuit came to 
grips with the problem discussed in 
the adjoining article and, considering 
the merits of taxpayer’s system of de- 
ferring fees collected on television 
service contracts, found the method 
acceptable. The taxpayer here, Bress- 
ner, sold television sets and at the 
time of sale contracted to keep them 
in good condition for 12 months for 
a fee of $80 to $100. Experience 
showed that installation cost $19 and 
8 to 12 calls were made under each 
contract. Bressner, therefore, took 
25% of the fee into income upon in- 
stallation and spread the rest equally 
over the life of the contract. 

“The solution of this tax problem,” 
the Second Circuit began, “depends 
upon construction of Sections 41 and 
42 of the Internal Revenue Code of 
1939. The primary difficulty in the 
case is presented by a potential con- 
flict between these provisions. Section 
41 provides that ‘the net income shall 
be computed upon the basis of the 
taxpayer’s annual accounting period 
. . . in accordance with the method 
of accounting regularly employed in 
keeping the books of such taxpayer’ 

. and thus points strongly away 
from the transactional or across-the- 
year approach for determining gross 
and net income for tax purposes. But 
Section 42 creates an exception. It 
provides that “The amount of all 
items of gross income shall be in- 
cluded in the gross income for the 
taxable year in which received by the 
taxpayer, unless, under methods of 
accounting permitted under Section 
41, any such amounts are to be prop- 
erly accounted for as of a different 
period.’ [Italics added.] Since the 
Commissioner contends that the tax- 
payer’s method of deferral of un- 
earned receipts on television service 
contracts is not one of the ‘methods 
of accounting permitted under Sec- 
tion 41,’ the first question is the 
standard by which those acceptable 
methods may be identified. 

“Section 41 further provides -that 
‘If the method employed does: not 
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was earned in a prior accounting period. 
For an accrual-basis taxpayer, it would 
have been improper to include the earn- 


ings in income in the prior period when 
the transactions giving rise to it took 
place, since the receiver held the item 
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and no unconditional right to receive 


it was vested in the company. This ele- 
ment lacking, the item was not i 





clearly reflect the income, the com- 
putation shall be made in accordance 
with such method as in the opinion 
of the Commissioner does clearly re- 
flect the income.’ This is the only 
enumerated basis upon which the 
Commissioner may disallow a meth- 
od, and the problem therefore be- 
comes to define the standard which 
must be applied to decide whether 
the method adopted does or does not 
‘clearly reflect’ income. 


Deferrals reflect income 


“The Revenue Act of 1913, 
provided only for a strict cash re- 
ceipts and disbursements method of 
accounting. With the passage of the 
Revenue Act of 1916, . . . however, 
apparently in response to mounting 
pressure from economists and _busi- 
nessmen to create some coherence in 
the relation between accounting for 
income and for income taxation, the 
accrual basis of accounting was per- 
mitted in language which has re- 
mained virtually unchanged since 
that time. 

“In United States v. Anderson, 269 
U. $. 422 (1926) the Supreme Court 
surveyed this legislative development 
and concluded that the changes of 
1916 were made ‘to enable taxpayers 
to keep their books and make their 
returns according to scientific ac- 
counting principles, by charging 
against income earned during the 
taxable period, the expenses incurred 
in earning income during that pe- 
riod . . .’ The starting point, there- 
lore, is the standard of “scientific ac- 
counting principles” to determine 
whether the deferral method adopted 
by the taxpayer here did or did not 
‘clearly reflect’ its income. .. . 

“As an accounting matter petition- 
er proved that the deferral of these 
receipts, assuming for the moment 
that the basis on which the deferral 
was computed was satisfactory, . 

did clearly reflect its income.” 

\t this point the court reviewed 
the arguments which convinced it 
that Bressner’s system did properly 
reflect its income and then turned 





to the second argument urged by the 
Commissioner: that if even Bress- 
ner’s method was good as a matter 
of commercial accounting, it was un- 
acceptable as tax accounting because 
the claim-of-right doctrine required 
immediate recognition of the receipts 
as income. The court discusses the 
cases on this point and concludes that 
only the Auto Club of Michigan was 
concerned with the issue presented 
here—the treatment of prepayments 
for services. That particular case 
turned on a very narrow point. “The 
Commissioner urges,” the Second 
Circuit points out, “that in any event 
Automobile Club of Michigan, supra, 
establishes the applicability of the 
so-called ‘claim of right’ doctrine to 
disallow deferrals of these unearned 
receipts. While this was true of the 
decision in the Tax Court, ... and 
apparently of the decision in the 
Court of Appeals, the decision 
of the Supreme Court was placed on 
the far narrower ground that the par- 
ticular method of deferral adopted 
by the Club was unsatisfactory.” 

Reviewing the other cases cited by 
the Commissioner, the Court con- 
cludes: ‘“There is no basis whatever 
in the cited cases for the Commission- 
er’s broad assertion that for tax pur- 
poses concededly unearned receipts 
must be regarded as income in the 
year of receipt, and there is nothing 
to indicate that in construing Sections 
41 and 42 and their predecessors the 
Supreme Court has generally de- 
parted from the standard of sound 
accounting practice in determining 
what methods are authorized under 
Section 41. 

“The final and crucial! issue in this 
case is whether the pro-rata monthly 
deferral employed by the petitioner 
did ‘clearly reflect’ income, or wheth- 
er, as the Commissioner finally con- 
tends, it was ‘purely artificial’ within 
the meaning of the Automobile Club 
decision. There is nothing apparently 
artificial about the petitioner’s meth- 
od of deferral here. Drawing on its 
experience with thousands of con- 
tracts it has demonstrated that it was 


EFERRAL OF PREPAID SERVICE FEES CLEARLY REFLECTS TAXABLE INCOME 


subjected to a reasonably uniform de- 
mand for services, so that it could 
and did anticipate that the expenses 
incident to the performance which 
alone would entitle it to regard the 
sum received as earned would be dis- 
tributed across the life of the con- 
tract. It therefore deferred revenues 
until they were earned, and thus 
matched them with foreseeably re- 
lated expenses, which is the essential 
purpose of accrual accounting. .. .” 

The Court’s analysis of the ac- 
counting methods used by Auto Club 
lead to its summary conclusion that 
regularly employed 
method of accounting on an accrual 


“petitioner's 


basis and its deferral of income so 
that it most closely matched the cor- 
responding expenses clearly reflected 
its true income. Its method and the 
statistical material supporting its 
figures were not ‘purely artificial.’ 
They bore a carefully estimated re- 
lationship to the services petitioner 
would be called upon to render. ‘The 
record does not reveal a factual basis 
for permitting the Commissioner to 
adopt a method of his own on the 
ground that petitioner’s method ‘does 
not clearly reflect income.’ 

“As an alternative argument peti- 
tioner urges that if service contract 
receipts are held to be taxable in- 
come when received, it should be en- 
titled to accrue and deduct the costs 
incurred to earn the service contract 
receipts. It may well be that had 
petitioner regularly employed such 
an accounting method whereby from 
reliable experience reserves were set 
up to meet future costs such a 
method would have clearly reflected 
income... . But this is not the issue. 
The problem is not to decide what 
kind of a system the Commissioner, 
the Tax Court or the appellate courts 
might choose to have a taxpayer 
adopt. The sole question is: does the 
system actually employed clearly ve- 
flect income? Conversely, the ques- 
tion is not: would some other system 
have been better? Petitioner’s ac- 
counting method met the statutory 
test.” w 
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cludible in 1916, although earned then. 
The unconditional right to receive arose 
simultaneously, or substantially so, with 
the actual receipt in 1917. Under these 
particular facts the taxpayer's method 
of accounting was immaterial; cash basis 
or accrual basis, the item was properly 
includible in income in 1917. But an 
accrual-basis taxpayer with a receipt of 
prepaid income, such as New Capital 
Hotel with its advance rent deposit, is 
in a very different situation. Its receipt 
will not be earned, under commercial 
accounting principles, until some time 
in the future; North American Oil’s re- 
ceipt was of income that had already 
been earned. 

If an item has been earned, a taxpayer 
should not be permitted to escape pay- 
ing a tax when he receives it merely be- 
cause someone else is disputing the tax- 
payer’s ownership, regardless of whether 
he is on the cash or the accrual basis. 
However, if the item is not yet earned, 
is it proper to disregard the accrual sys- 
tem of accounting employed by the tax- 
payer? Is it correct to force him over to 
a cash basis insofar as the prepaid in- 
come items are concerned on the basis 
of a doctrine (claim of right) evolved to 
handle items already earned? The Tax 
Court presently answers these questions 
in the affirmative, as it did in New 
Capital Hotel. 

Although this is the view of the Tax 
Court, a decision handed down by the 
10th Circuit 
view. In Beacon Publishing Co., 218 


represents the opposite 
F.2d 697 (1955), a newspaper in receipt 
of prepaid subscription income was 
allowed to allocate it over the years to 
which it was properly attributable under 
the taxpayer’s accrual system of account- 
ing. It was held that to apply the claim 
of right doctrine to the exclusion of any 
consideration of the taxpayer's accrual 
method of accounting would be to dis- 
regard the fact that the taxpayer would 
not incur the expense necessary to earn 
the income until future years. The result 
would be a hybrid accounting system in 
which the taxpayer reports his prepaid 
income on a cash basis, but reports the 
expenses necessary to earn that income 
on an accrual basis. That would be a 
distortion of income instead of a clear 
reflection of it. The court denied that 
the Commissioner here was exercising 
his power to require the taxpayer to 
adopt an accounting method which 
clearly reflects income; what the Com- 
missioner had done, it said, was im- 


properly to apply a legal principle. But 
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in sweeping aside the claim-of-right 
doctrine, the court did not leave it to 
the Commissioner’s discretion to pass 
judgment on the taxpayer's 
method of accounting. The court here 
reserved for itself the discretion to de- 
termine whether the taxpayer’s account- 
ing method clearly reflected income. If, 
in fact, income is clearly reflected, as the 
court felt it was here, the Commissioner 
cannot change the computation. 

The court is saying here that in this 
area it will pass judgment on the tax- 
payer’s accounting system; the Commis- 
sioner’s discretion under Section 41 is 
limited to recomputation in the event 
adverse determination by the 
Court. Thus the court determined that 
taxpayer's accounting method clearly re- 
flects income and there is no reason to 
suppose that it would not make the de- 
termination itself whenever the question 
of the taxpayer’s accounting arises. 


accrual 


of an 


Supreme Court 

Are there any cases that give a clue 
to the attitude of the Supreme Court in 
regard to the nature of the Commis- 
sioner’s discretion? Fortunately, yes. In 
Automobile Club of Michigan, 353 U.S. 
180 (1957), the Supreme Court held that 
prepaid membership dues received by 
the club, an accrual-basis taxpayer, were 
includible in income when received, in 
spite of the taxpayer’s attempt partially 
to defer them. The Commissioner had 
argued that the claim-of-right doctrine 
applied, but it is not apparent from 
the court’s decision whether or not it 
agreed with him. Had claim of right 





*Basis of stock unchanged by purchase 
commission paid in those shares. Tax- 
payer purchased 25,129 shares of Colum- 
bia Pictures stock for $500,000 (about 
$20 a share) and transferred 1,000 of 
these shares to another as a commis- 
sion for arranging the sale. Their value 
was conceded to be $64 a share. The 
taxpayer sought to increase his basis 
for shares later sold by including the 
The court 
that taxpayer actually purchased 24,129 
shares for $500,000. The regulation 
specifying that commissions paid upon 
the purchase of securities are a part of 
the cost of such securities is inapplicable 
if the commission is paid from the same 
property. Estate of Cohn, DC Calif., 
4/24/59. 


$64,000 commission. finds 


New accounting decisions this month 


applied, there would have been no rea. 
son for the statement of the court that 
the club’s attempt to defer membership 
dues was artificial and bore no relation 
to the services that the club might in 
fact be called upon to render. For this 
very reason, the court refused to apply 
the Beacon approach and, expressing no 
opinion on the merits of Beacon, dis. 
tinguished it on the facts. In Beacon 
fulfillment of part of the subscription 
contract would necessarily be deferred 
until publication dates after the tax year 
of receipt, whereas in Automobile Club 
of Michigan, substantially all the services 
were to be performed only on a mem. 
ber’s demand. The taxpayer's perform. 
ance was not related to fixed dates after 
the tax year of receipt, reasoned the 
court. However, had the claim-of-right 


. doctrine governed, then, artificial alloca- 


tion formulas or not, the membership 
dues would have income when 
received. The inference is that, if the 
club could definitely have established 
that it would incur ascertainable ex- 
penses incident to earning the income 
over a period extending beyond the tax- 
able year of receipt, a deferral would 
have been allowed. As it was, the arti- 
ficial attempt to spread income allowed 
the Commissioner to exercise his discre- 
tion and recompute taxable income. It 
is impossible to deny that what the court 
actually did here was to determine it- 
self that taxpayer’s system did not clearly 
reflect income, even though its very next 
statement is that Section 41 vests in the 
Commissioner the discretion to make the 
determination. ® 


been 


Stockholder can’t increase basis of stock 
by corporate obligations. ‘Taxpayer put- 
chased the stock of a corporation from 
the old shareholders tor $22,000, and 
agreed that existing mortgage obliga 
tions of the corporation to the old 
shareholders were to remain valid obli- 
gations of the corporation and liens 
against its property. The court holds 
taxpayer can not increase the basis of 
his stock by the face amount of the 
corporate obligations. Bentley, 32 TC 
No. 15. 


Railroad has no basis for trackage paid 
for by shippers. Shippers needing rail- 
road facilities were required to advance 
to the railroad the cost of the trackage. 
The cost was refundable in whole or 
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in part over a five-year period depend- 
ing upon the business transacted. At the 
end of the five-year period any unre- 
funded amounts were credited by the 
railroad to an account entiled “Dona- 
tions and Grants.” The court holds the 
assets paid for by these unrefunded 
amounts cannot be included by the 
railroad in its basis for trackage in 
computing the loss on retirement of 
the property. Denver & Rio Grande 
Western R.R. Co., 32 TC No. 5. 


Payment to former wife held part of 
basis of home. At his divorce taxpayer 
paid his wife $52,000. The court finds 
that $47,000 was for her interest in cer- 
tain real estate and is an addition to 
taxpayer's basis for it. Davenport Estate, 
(Ill, Nat’l Bank, Ex.), DC IIl., 4/8/59. 


Basis for private annuity is fair market 
value of property transferred. Taxpayer, 
a widow, received shares of stock as a 
bequest under her husband’s will. She 
transferred the stock back to the com- 
pany in consideration of the company’s 
agreement to pay her an annuity of 
$8,000 each year for the remainder of 
her life. The court holds the cost to tax- 
payer of the $8,000 annuity is not the 
cost of a comparable annuity which 
would have been written by a commer- 
cial insurance company, but the fair 
market value of the stock at the time 
of the transfer. de Canizares, 32 TC No. 
34. 


Loans by sole proprietor have no effect 
on basis of assets upon sale of business. 
\ sole proprietor who had consistently 
treated advances to his brothers as loans 
on his business records, could not at the 
time of sale of the business consider the 
advances as investments for the purpose 
of increasing his cost basis of the assets 
by such amounts, and thereby reduce 
the gain on the sale. TCM 
1959-85. 


Comb, 


Property was inherited, not received 
as a gift. Taxpayer's mother had deeded 
real estate to her as a gift a few years 
prior to her death, leaving taxpayer as 
heir. When in 1953 taxpayer sold the 
property, she value at the 
mother’s death as her basis, arguing that 
while she acquired legal title by the 
deed, it was subject to an oral trust in 


used its 


favor of her mother. The court agrees. 
Under the state law such an oral trust 
of real property is recognized where, as 
here, there is a confidential relationship. 


The full title was acquired by inherit- 
ance. Klee, DC Kans., 3/23/59. 


ACCOUNTING METHODS 


*Television service prepayment income 
deferrable; Tax Court reversed. Tax- 
payer, on the accrual basis, entered into 
a substantial number of 12-month tele- 
vision repair service contracts. No re- 
strictions were placed on the funds 
which were received in advance. Tax- 
payer sought to report the income pro- 
rata over the contract period which ex- 
tended into a later year. The Tax Court 
held all the sums received each year 
reportable as income in the year of re- 
ceipt, citing the Supreme Court decision 
in Automobile Club of Michigan. Tax- 
payer had also argued alternatively that 
if it must include in income all service 
contract receipts when received it was 
entitled to deduct the estimated costs 
that might be incurred in servicing the 
contracts. But as the deductions sought 
were neither paid nor incurred during 
the taxable year the Tax Court ruled 
them not deductible. This court reverses, 
distinguishing the Automobile Club case. 
That decision was based on the ground 
that the taxpayer did not select a realis- 
tic method for deferral of income. Here 
the taxpayer deferred based 
upon its experience that the average 
service contract required 8 to 12 calls. 
Taxpayer has established that the Com- 


income 


missioner’s assertion that its method of 
accounting does not clearly reflect its 
income is improper. [See comment page 
80—Ed.| Bressner Radio CA-2, 
5/28/59. 


Inc., 


*Excess of funds lent over mortgage was 
amortizable premium; Tax Court re- 
versed. Taxpayer was organized to build 
rental housing and, shortly after forma- 
tion, engaged a mortgage broker to ob- 
tain an FHA-insured loan for it. His fee 
was to be 1% of the mortgage. The 
broker negotiated with the FHA and 
with a bank which agreed to make the 
loan. The bank informed the broker 
that it would pay 3.75% in excess of the 
amount of the mortgage to obtain the 
investment. Banks were at that time pay- 
ing premiums for FHA-insured loans. 
This was a premium as that term is used 
in finance, a excess of the 
amount to be repaid. The Tax Court 
held the entire premium income in the 
year received on the ground that there 
is no authority in the Code for the re- 


loan in 


ceiver of a premium to amortize the in- 
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come. This court reverses. Taxpayer has 
adopted a method of accounting which 
clearly reflects his income. The Commis- 
sioner’s regulation permitting the amor- 
tization of corporate bond premiums 
does not exclude amortization of a pre- 
mium on a mortgage loan which is sub- 
ject to precise mathmetical resolution. 
Bayshore Gardens, Inc., CA-2, 5/29/59. 


Installment method not available; ini- 
tial payment exceeded 30%. Taxpayers’ 
agreement for the sale of their stock 
recited a selling price of $31,000. The 
selling price was arrived at by assigning 
certain values to corporate assets in the 
total amount of $34,500, which sum was 
then reduced by a corporate note to a 
bank in the amount of $3,500. The 
down payment on the sale was $10,000 
in cash. Immediately after the sale, tax- 
payers borrowed personally from the 
bank and paid off the corporate note 
and were substituted instead of the 
bank as creditors on the corporate books. 
The court finds that the satisfaction of 
the corporate liability to the bank, and 
the issuance by the corporation of its 
note to taxpayers was a transaction that 
had no effect on the sale of the stock. 
By agreement the sales price of the stock 
was $31,000. Since $10,000 is more than 
30% of $31,000, taxpayers are not en- 
titled to use the installment method. 
Martin, TCM 1959-107. 


Income not accruable before existence 
is known [Acquiescence|. Taxpayer con- 
tracted to lease a nut-shelling plant to 
its president in return for one-half of 
the plant’s yearly net income. The books 
of the plant were kept on taxpayer's 
premises, and for 1943 taxpayer accrued 
as rent one-half of the income shown 
on the plant’s books. After the presi- 
dent’s death, and subsequent to the fil- 
ing of its 1943 return, taxpayer found 
out that the president had not included 
substantial sales on the plant’s books. 
The court held that taxpayer is not 
required to accrue in 1943 the addi- 
tional because of 
these sales, since taxpayer had no knowl- 
edge of the unreported sales, and ac- 
crual was for all practical purposes out 
of the question. Camilla Cotton Oil Co., 
31 TC 560, acq., IRB 1959-23. 


rental income due 


Labor Bureau's price indexes for Jan- 
uary 1959 accepted by Service. The Jan- 
uary 1959 Bureau of Labor Statistics 
price indexes for January 1959 may be 
used by department stores employing 
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the retail inventory and LIFO inven- 
tory methods. Rev. Rul. 59-186. 


Contract controls price allocation. Under 
threat of condemnation, taxpayer sold a 
portion of his acreage to a utility. The 
contract stipulated a price of $1,020 an 
- contends that the sales 
creage sold was really $520 


acre. Taxpi 
price of th 
an acre for purposes of computing gain 
and that $500 an acre was severance 
damages to the remaining land. [Pre- 
sumably taxpayer contends this should 
be treated as a recovery of the cost of 
the retained portion.—Ed.] The court 
refuses to look behind the plain lan- 
guage of the contract and upholds the 
Commissioner. Greene, DC IIl., 5/1/59. 


DEDUCTIBILITY 


*Tax Court reversed; advances were not 
mere loans, loss is fully deductible. Tax- 
payers are brothers who took loss deduc- 
tions individually for sums advanced to 
a partnership composed of their 
brother, sister-in-law and two unrelated 
parties. The loans were made without 
interest, and at the end of three years, 
taxpayers each were to receive 1/6th of 
the partnership profits. The Tax Court 
held the payments to be deductible only 
as non-business bad debts as taxpayers 
were not in the business of making 
loans. This court reverses. The relation- 
ship was not merely debtor-creditor; tax- 
payers were entitled to a share of the 
profit if earned. This makes the trans- 
action one entered into for profit and 
the loss is fully deductible. Starr, CA-7, 
5/20/59. 


Legal expenses of lessee disallowed. Tax- 
payer spent $100,000 on litigation in- 
volving a leasehold. Finding that the 
taxpayer has failed to meet its burden 
of showing that its method of doing 
business, rather than its right to con- 
tinued occupancy was the basic purpose 
of the suit, the court disallows the de- 
duction. [The brief memorandum by the 
district judge does not make clear the 
nature of taxpayer’s argument.—Ed.] In- 
dustrial Aggregate Co., DC Minn., 3/16/ 
59. 


Royalty payments deductible as either 
depreciation or business expense. Tax- 
payer corporation was obligated under 
a royalty contract to pay an inventor a 
portion of the fees it collected for licens- 
ing the use of his inventions. The court 
holds that if the corporate payments 
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represent part of the cost of the inven- 
tions, taxpayer could deduct such an- 
nual payments as depreciation. If not a 
part of the costs they are still deductible 
in full as ordinary and necessary busi- 
ness expenses. Century Tank Mfg. Co., 
TCM 1959-95. 


Payment to eliminate adverse interest in 
real estate not deductible. A corporation 
formed by two individuals wished to 
buy a parcel of real estate which re- 
quired an outlay of $100,000 in cash. 
Each stockholder had only $15,000 to 
invest. They succeeded in getting a third 
party to advance $70,000 to be secured 
by a ten-year second mortgage. Interest 
was specified as 15% for the first two 
years and 13% for the balance of the 
term. In addition, a complex arrange- 
ment was devised whereby the third 
party would become entitled to one-half 
the increase in value of the property. 
Later the corporation paid the estate of 
the third party $50,000 in liquidation of 
any rights the third party may have had 
in the increase in value. The court re- 
jects the corporation’s contention that 
the $50,000 settlement payments should 
be deductible as interest. Rather, it 
holds that the payments were the cost of 
eliminating the adverse interest in the 
property and as such are a nondeduct- 
ible capital outlay. Farley Realty Corp., 
TCM 1959-93. 


Subscriber to corporate stock not a 
creditor. Under a contract with its pre- 
ferred stock subscribers, taxpayer corpo- 
ration obligated itself to issue the pre- 
ferred shares upon payment of the full 
subscription price. Pending receipt of 
the full price, taxpayer paid “dividends” 
on the subscription deposits which it de- 
ducted as “interest.”” The Tax Court 
found the relationship between taxpayer 
and subscriber is not that of debtor- 
creditor, but that of corporation-stock- 
holder, and disallowed the deduction. 
This court affirms. Unitex Industries, 
Inc., CA-5, 5/21/59. 


Nondealers cannot deduct stamp taxes 
on sales as a business expense. ‘Taxpay- 
ers, who were not dealers in securities or 
real estate, deducted as claimed business 
Federal documentary 


expenses stamp 


taxes which they paid on the sale of 
dividend-paying stock and rental real 
estate. The court holds the taxes are not 
deductible in full in determining gross 
income but are to be treated as a reduc- 
tion of the selling price in the same 


manner as broker’s fees or selling com- 
missions. Maytag, 32 TC No. 26. 


WHOSE INCOME 


Income from hotel operations taxed to 
operating company not actual owner of 
property. Although legal title to a hotel] 
was in taxpayer corporation, the hotel 
was actually operated by another corpo- 
ration which had physical possession and 
control of the property, and was in com. 
plete charge of the hotel business there 
carried on during all of the years in- 
volved. The court holds the income de. 
rived from the hotel operations was 
taxable to the hotel operator and not to 


taxpayer. Bartell Hotel Co., Inc., 32 
TC No. 30. 


‘Corporate entity holding record title dis. 


regarded for tax purposes. A testamen- 
tary trust conveyed to taxpayer corpo- 
ration title to real property, including 
a long term lease thereon, solely to con- 
venience the remainder interests inci- 
dent to their holding of title to the 
property upon the death of the life 
tenant. It was never intended that the 
corporation should, and the corporation 
did not, perform any real substantial 
business function or engage in a busi- 
ness activity with regard to the property. 
It executed no leases, mortgages, or 
sales. It made no improvements or re- 
pairs, and paid no taxes on the prop- 
erty. It maintained no bank account and 
had no working capital. The net rentals 
were collected by the same persons who 
collected them before formation of tax- 
payer and were credited to the checking 
accounts of the persons owning the 
property prior to the passing of title to 
taxpayer. Under these peculiar facts the 
court concludes that the corporate en- 
tity of taxpayer should be disregarded 
and that the net rental is in reality the 
income of the stockholders and should 
be taxable to them rather than to tax- 
payer. State-Adams Corp., 32 TC No. 3. 


Tax Court on remand refused to recog: 
nize loss-sharing agreement. Taxpayer 
organized and directly supervised a 
woolen mill. All of the common stock 
was given to his daughter while he re- 
tained the nonvoting preferred. He ad- 
vanced large sums to the corporation 
under an agreement that the advances 
were to be repaid from profits, and that 
he was to assume all losses of the busi 
ness. The corporation sustained losses 
for the years in question. The Tax Court 
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denied taxpayer deductions for the 
losses, holding the arrangement was not 
bona fide. On appeal, the Second Cir- 
cuit found that conclusion not justi- 
fable and remanded the case to the Tax 
Court for a determination whether the 
change in legal relations effected by the 
agreement was a sufficient basis to shift 
the losses. In a separate opinion, Judge 
Learned Hand suggested the test: did 
taxpayer suppose the agreement affected 
his beneficial interest in the venture, 
other than taxwise? The Tax Court now 
finds as an ultimate fact that the profit 
and loss agreements were insufficient to 
shift the losses; these agreements did not 
in any real sense affect the beneficial in- 
terests in the venture. Haas, TCM 1959- 
86. 


CAPITAL GAIN 


Transfer of part of a patent may qualify 
for capital gain. An inventor, or other 
qualified holder, may receive capital 
gains treatment on the transfer of a 
fraction of a whole patent provided he 
also transfers to the purchaser a share in 
each of the substantial rights under the 
patent equal to that fraction. Rev. Rul. 


59-175. 


Capital gain on sale of vessel allocated 
between long and short term. Taxpayer 
acquired title to a partially completed 
naval tankship and in the same month 
contracted to sell the tankship after it 
had been completed. Gain realized by 
taxpayer on the transactions is appor- 
tioned between long and short term 
capital gain on a percentage basis, ar- 
rived at by considering the cost of re- 
building the vessel as a part of the tax- 
payer's cost of acquisition and as a part 
of the sales price. Williams, TCM 1959- 
104. 


Capital gain on sale of mining town 
lots; was a liquidation as mine became 
exhausted [Acquiescence|. In 1912 tax- 
payer leased coal lands to a coal com- 
pany for 40 years. The coal company 
constructed houses and other buildings 
which it rented to miners to insure a 
labor supply. By 1950 the coal under- 
lying the land was approaching exhaus- 
tion and, since neither party wanted to 
buy out the other, taxpayer and the coal 
company decided to liquidate their in- 
terests jointly by plotting the lots on the 
basis of existing fences and streets and 
selling the lands and buildings. The 
court concluded the lessor and _ lessees 


were engaged in an orderly liquidation 
of their capital assets, and such prop- 
erties were not primarily held for sale 
to customers in' the ordinary course of 
any trade or business. Gain on the.sales 
was, therefore, capital gain. Altizer Coal 
Land Co., 31 TC 70, acq., IRB 1959-21. 


Elaborate capital gains deal held with- 
out substance. In 1952 taxpayer pur- 
chased $10 million of Treasury notes, 
using borrowed money in a transaction 
of a type much discussed at that time 
whereby U. S. bonds, selling at a dis- 
count, were purchased because the full 
payment at maturity would result in 
capital gain and the payment of interest 
would, it was thought, be deductible. 
The 
found by the Tax Court to be without 
substance. There was no borrowing, no 
indebtedness and no real payment of 
interest. The payments of interest were 
in reality a mere exchange of checks 
with the lender followed by issuance 
of a promissory note for the interest by 


particular transaction here was 


the taxpayer. Taxpayer was allowed no 
deduction for interest as he was on the 
cash basis and none was actually paid. 
This court affirms. There was never in 
substance a real purchase of notes or a 
real borrowing. There was merely an 
exchange of promises of future perform- 
ances. 

The $15,000 paid by the taxpayer as 
down payment on the bonds was held 
by the Tax Court to be in reality a fee 
to the broker, but not deductible be- 
cause only expenses in connection with 
real transactions for profit are allow- 
able. This court classifies it as a cost of 
the contract, to be considered when the 
mutual promises were performed in a 
later year. The court further agrees with 
the Tax Court that an unpublished rul- 
ing issued to the broker was not con- 
cerned with taxpayer at all, though the 
transaction described in it was similar to 
taxpayer's. Goodstein, CA-1, 5/21/59; 
similarly Sonnabend, CA-1, 5/21/59. 


OTHER DECISIONS 


No war loss; expropriation occurred 
prior to U. S. declaration of war. The 
war loss provisions of the Code per- 
mitted deductions without proof of the 
actual time of loss. Taxpayer claimed 
they applied to his interests, through 
British corporations, in several German 
corporations. However, to qualify as a 
war loss, the property must have been 
owned on the date that the U. S. de- 
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clared war. After a comprehensive exam- 
ination .of. the German law, the District 
Court held that taxpayer sustained the 
loss during the period when England 
was at war with Germany and prior to 
the U. S. declaration of war in 1941. 
While taxpayer may have had legal title 
to the enterprises in 1941, he had no 
control or ownership in them and hence 
suffered the loss prior to 1941. This 
court affirms. The test is a practical one 
and does not depend on absolute for- 
feiture of all legal right. Sonnenberg, 
CA-2, 5/18/39. 


Building not depreciabie over leasehold; 
court fixes life [Acquiescence|. Taxpayer 
constructed a warehouse on ground 
leased from a railroad for a period of 
five years. The court found taxpayer's 
tenancy was to continue for an in- 
definite period of time. Accordingly, tax- 
payer could not depreciate the cost of 
the warehouse over the five-year lease 
term, but was required to depreciate 
the cost over the life of the building. 
The court finds the life is 20 years, not 
forty as asserted by the Commissioner. 
Kerr-Cochran, Inc., 30 TC 69, acq. IRB 
1959-10. . 


Loans by stockholder were not related 
to his promotional activities. Taxpayer 
made loans to an oil driller in order 
to secure it as a customer for his con- 
trolled corporation, which he had pro- 
moted. The court finds the loan might 
well have benefited the corporate busi- 
ness, but taxpayer’s business was not 
the corporation’s business. The loan to 
the corporation’s customer, designed to 
help the corporation, was not a promo- 
tional activity even if the evidence war- 
ranted a holding that taxpayer was en- 
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*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 











gaged in business as a promoter. Worth- 
lessness of the loans could therefore 
only be taken as a nonbusiness bad 
debt. Jarvis, 32 TC No. 14. 


Bonus credited to dealer’s reserve is 
income though subject to reduction. Fi- 
nance companies allowed taxpayer a 
share of the finance charges as a bonus 
or inducement for doing business with 
them. He was a dealer in trailers who 
financed installment notes and condi- 
tional sales contracts. The companies 
would credit the dealer’s reserve account 
with his share of the finance charges as 
well as the “holdbacks” from the face 
amount of the discounted paper. The 
dealer claimed that the portion of the 
credit which represented finance charges 
was not income to him until the charges 
became subject to immediate collection. 
The Tax Court held the entire yearly 
increase in credits, including the por- 
tion of the finance charges, represents 
accrued income to the dealer and is tax- 
able in the year credited. The tax- 
payer now maintains that the credits to 
his account were for prepaid interest, 
subject to reversal should the customers 
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pay the installment notes before ma- 
turity. This court affirms, finding no 
grounds for distinguishing this . case 
from its previous “holdback” decisions. 
[See the discussion of a subsequent 
Supreme Court case on this issue, page 
74.—Ed.] Wiley, CA-6, 4/24/59. 


Advances by stockholder to protect in- 
vestment deductible as nonbusiness bad 
debt. Taxpayer's primary business inter- 
est was that of a controlling stockholder 
and officer in a corporation conducting 
a brewery. In order to keep the corpora- 
tion going, and with the hope that his 
capital investment in its stock would be- 
come profitable, he advanced money 
and extended credit to it, as a result of 
which the corporation became indebted 
to him on an open account. Upon the 
insolvency of the corporation, taxpayer 
is permitted to deduct the balance in 
the account only as a nonbusiness bad 
debt. He was not in the business of 
financing. Protzmann, TCM 1959-105. 


Award to former employee for educa- 
tion is a scholarship grant. A cash award 
granted on a competitive basis by a 
corporation to a high school graduate, 
following summer employment at its 
plant, to help pay for his education at 
a college of his own choice, qualifies as 
a scholarship grant, where the recipient 
incurs no obligation to render services 
to the corporation. Rev. Rul. 59-191. 


Miscellaneous new decisions this month 





Leasehold not “land”; ordinary income 
on unharvested crop sold [Certiorari 
denied]. Section 117(j)(3), 1939 IRC 
(Sec. 1231(b)(4), 1954 IRC) provides for 
capital gain treatment of unharvested 
crops when sold with the land. Taxpay- 
er sold the leasehold on which it grew 
crops, along with the crops. The district 
court held, and the Ninth Circuit affirm- 
ed, that it is not entitled to capital gain 
treatment on the unharvested crops be- 
cause a leasehold is not “land.” Bidart 
Bros., cert. den., 5/25/59. 


Profit on nonmember business taxed to 
cooperative. A cooperative corporation 
marketing cotton and cottonseed as 
agent for its member stockholders is 
held to have improperly excluded the 
gross profit earned on cotton marketed 
for outsiders. [Co-operatives are taxed 
on income from dealings with outsiders 
but not on dealings with members.—Ed.]} 


It was asserted that the outsiders’ cotton 
was brought by the pool of stockholders 
rather than by the cooperative, but the 
court finds that the pool had no funds 
and that it was the cooperative who 
actually paid for and sold the cotton. 
Producers Gin, Inc., TCM 1959-106. 
Sales of dwarfed cattle not an involun- 
tary conversion. Under Section 1033, a 
sale or destruction of livestock on account 
of disease is treated as an involuntary 
conversion. The Service rules that the 
condition of dwarfism in beef cattle is 
not a disease, so that the sales of cattle 
due to dwarfism are not an involuntary 
conversion. Rev. Rul. 59-174. 


Valuation of life insurance policy on 
which further premiums are to be paid 
by the purchaser. A corporation pur- 
chased a life insurance policy on one of 
its employees, designated itself as the 


beneficiary, and paid the premiums for 
several years. Subsequently, the corpora- 
tion sold the policy, on which further 
premiums were to be paid, to the in- 
sured employee for the cash surrender 
value. For purposes of computing gain 
to the employee on the transfer the Ser- 
vice reviews the cases on valuation of 
policies for gifts. The general rule is that 
fully paid policies are valued at cost of 
replacement and those on which future 
premiums are payable are valued at an 
approximation of cost by using terminal 
reserve values. The IRS therefore holds 
that the policy here in issue is to be 
valued at the interpolated terminal re- 
serve value at the date of the sale, plus 
the proportionate part of any premium 
paid prior to sale applicable to a period 
subsequent thereto. Rev. Rul. 59-195. 


IRS to follow Prunier, Sanders and 
Casale. The Revenue Service will follow 
the Prunier, Sanders, and Casale deci- 
sions. If a corporation buys life insurance 
on the lives of its stockholders the pro- 
ceeds of which are to be used in pay- 
ment for their stock, the premiums will 
not be treated as dividend income to the 
insured stockholder even though he has 
a right to designate the beneficiary, pro- 
vided the right of the beneficiary to re- 
ceive the proceeds is conditioned upon 
the transfer of the corporate stock to the 
corporation. Rev. Rul. 59-79 is super- 
seded. Rev. Rul. 59-184. 


No deduction for interest on loan from 
insurance company to prepay premiums. 
Taxpayer borrowed fund» from a bank 
to prepay all the premiums on an an- 
nuity contract 40 years in advance, and 
then when the policies were issued the 
next day, taxpayer borrowed on the 
policies to pay off the bank loan. Pay- 
ments to the insurance company as pre- 
payment of interest on the annuity loans 
are held not deductible as such since 
the borrowing is not deemed to be a 
true indebtedness. The court points out 
that the insurance financing plan here 
was similar to that in Emmons, 31 TC 
26, wherein it denied a deduction for 
the interest. Diggs, TCM 1959-99. 


Farm partnership must complete bal- 
ance sheets on Form 1065. A farm patt- 
nership is not excused from completing 
Schedule L (balance sheets) prescribed 
on Form 1065 since there is no authr- 
ity in the law or regulations to exclude 
any occupational group from this re 
quirement. Rev. Rul. 59-169. 
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Tax Court allows transportation but 


not meals on one-day business trip 


HE Tax Court is now supporting 
ed IRS in its claim that cost of 
meals is not deductible on one-day busi- 
ness trips. The court, in Winn, 32 TC 
No. 19, didn’t go along with the IRS 
effort to disallow cost of travel. The 
Winn case, which seems to be erroneous 
in its disallowance of the cost of the 
meals, is just the latest in a series of 
cases on this problem. 

The Internal Revenue Service has 
long taken the position that expenses 
of travel away from home, to be de- 
162(a)(2) and 
Section 62(2)(B), must be incurred in 


ductible under Section 


connection with an overnight trip. This 
is explained in Your Federal Income 
Tax, Treasury Publication No. 17 (1959 
Ed.) at p. 43: 

“You are away from home overnight 
if your duties require you to be away 
from the general area of your tax home 
for a period which is substantially 
longer than an ordinary day’s work and 
of sufficient length to necessitate relief 
from duty to obtain sleep. You need not 
be away from your tax home for an 
entire 24-hour day or throughout the 
hours from dusk to dawn so long as your 
relief from duty during your absence is 
to obtain necessary sleep, and not mere- 
ly to relax or eat.” 

rhe litigation in this narrow area has 
been limited to the Tax Court, which 
has supported the Service only in part. 

In Kenneth Waters, 12 TC 414 (1949) 
the taxpayer, on Sundays, drove his car 
to business conferences away from his 
tax home, returning the same day. The 
Commissioner disallowed the taxpayer's 
automobile expenses incurred in con- 
nection with these trips on the ground 
that the trips were not overnight. The 
court rejected the contention of the 
Commissioner and allowed the deduc- 
tion. The court pointed out that: 

. the expenses incurred in the case 
at bar were essentially those of travel 
and not expenses connected with the 





procurement of food. The expenses for 
which the petitioner herein is claiming 
a deduction are confined to the act of 
traveling. No part of them is expense 
inherent in supplying the personal needs 
of the petitioner, regardless of his loca- 
tion.” (12 TC at 417). 

The above-quoted portion of the 
opinion in the Waters case opened the 
way to a distinction between the inci- 
dental expenses of a trip away from 
home, such as meals, and the actual 
transportation expenses. It should be 
pointed out that the language in that 
opinion does not require such a distinc- 
tion but may merely be the court's 
emphasis on the fact that the disallow- 
ance relates to expenditures which could 
not be construed as personal. 

In Fred Marion Osteen, 14 TC 1261 
(1950), the taxpayer was a railway clerk 
whose daily run of approximately six 
hours took him from his home to an- 
other town and back again. He spent 
about one hour per day in the other 
town and he had his third regular meal 
of the day there. The Court upheld the 
Commissioner's disallowance of the cost 
of these meals on the ground that the 
taxpayer really was no different from 
most workers who eat one meal per day 
at a restaurant. The court, in addition, 
even though dealing with a taxpayer 
whose trips differed in 
those in the Waters case, chose to quote 


nature from 


the above-quoted language of the 
Waters case. Similarly see, Arthur L. 
Fairley, 7 TCM 537 (1948), Alvin A. 
Hathaway Jr. 3 TCM (1944), cf., Rufus 
K. Steele, 7 TCM 558 (1948). 

The Tax Court has recently been 
faced squarely with both segments of 
the problem with a more normal type 
of taxpayer, i.e., one who does not con- 
stantly travel a circuitous route the way 
a railroad man or truckman does. In 
Joseph M. Winn, 32 TC No. 19 (1959), 
taxpayer was employed to supervise two 
mineral leases operated by the corporate 
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employer. He made monthly round trips 
by automobile to Shreveport, Louisiana, 
84 miles from his tax home. In making 
his monthly trips, the taxpayer would 
leave home early in the morning and 
would return by evening, eating his 
noonday meals in Shreveport. 

The court relied on the Waters case 
to hold that the automobile expenses of 
the trip “away from home” were de- 
ductible although the trip was not over- 
night.1 On the other hand, meals were 
disallowed as personal, on the authority 
of the Osteen case. 

The Service’s position that actual ex- 
penses of travel are not deductible un- 
less the trip is overnight has thus been 
twice rejected. This position was prob- 
ably based on the administrative prob- 
lems of deductions 
claimed by enormous numbers of tax- 
payers, many of whom have been known 
to be overly generous in favor of classi- 
fying items as deductible. It should be 
borne in mind, in judging the Service's 
reliance on what appears to be an arbi- 
trary rule of thumb, that the Service’s 


supervising the 


administrative problems are compound- 
ed by the fact that the place and extent 
of the area comprising a taxpayer’s tax 
home are not always easy to ascertain. It 
seems to this writer that as to the actual 
expenses of travel, the Service's position 
is unjustified. Although the Service’s rule 
may be a helpful rule of thumb, it can- 
not be binding on taxpayers in the ab- 
sence of statutory justification. 

The incidental expenses of travel, 
such as meals, present a somewhat differ- 
ent problem. First, it should be recog- 
nized that taxpayers, such as rdailroad- 
men and truckmen, must of necessity be 
separately treated because the test “away 
from home” does not truly apply to 
them. The result of deciding the Osteen 
case the other way would be to favor one 
class of taxpayers. 

As to taxpayers such as Waters and 
Winn, the Osteen case should not be 
controlling. The statute is clear and 
does not leave room for a narrow defini- 
tion of “away from home” such as that 
fostered by the Service. Costs of meals 
away from home are deductible only be- 
business 
trips removes them from the class of per- 
sonal expenditures. Also, the language 
of the statute clearly does not require 
that, to be deductible, it must be demon- 
strated that the meal involved would not 


1 The court refused to distinguish the Waters 
case on the ground that in Waters the court 
pointed out that the necessity for the trips could 
not be anticipated at the outset of employment 
but were brought about by wartime conditions. 


cause their connection with 
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have been eaten at taxpayer’s residence 
or at lesser expense elsewhere, were it 
not for the trip outside of taxpayer's 
usual area of operations. 

The portion of the opinion in the 
Winn case, dealing with expenses of 
meals away from home, is inconsistent 
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with the statute. It seems to this writer 
that the meal expenses in the Winn case 
should have been allowed as a deduction 
because, although the expenses may have 
been personal, the statute provides for 
the deductibility of this limited class of 
personal expenditures. * 


Short sales: these currently popular 


trades are subject to tricky tax rules 


by JOSEPH F. GELBAND 


As the stock market climbs, there are always those who see a drop in the near 


future and are willing to risk money on it. The short interest in the market grows 


and begins to include some nonprofessionals; the tax man has more inquiries from 


clients interested in joining the shorts. Mr. 


Gelband here presents a clear and 


understandable explanation of the short sale and the devices sometimes used to 


achieve a similar end, the put and the call, and shows the important difference in 


tax effect between puts and short sales on the one hand and calls on the other. 


son FIRST AND MOST FUNDAMENTAL 
question is whether profit established 
upon covering a short sale by purchase 
more than six months after the sale will 
be treated as long term capital gain; or, 
conversely, if the position be then closed 
out at a cost above the short sale price, 
whether the loss will be treated as long 
or short term. In the simplest, and prob- 
ably most ordinary case, the taxpayer 
(taxpayer for our purposes means tax- 
payer or his spouse Section 1233(e)(2)(c)) 
who, it is assumed is an investor rather 
than a dealer in securities, holds no 
stock of the X Company. He believes 
that X stock, 
quoted at 90, is selling at a price far in 


company’s currently 
excess of its value, and anticipates a cor- 
rection in its price. On January 2 he 
instructs his broker to sell short 100 
shares of X stock. The broker does so, 
and makes delivery to the purchaser, 
under the rules of the exchange, with 
stock borrowed from another account, 
or from another broker. On September 
2 (more than six months from the date 
of this transaction) the judgment of the 
taxpayer has been vindicated—X stock is 
traded at 84. The taxpayer, through his 
broker, purchases 100 shares of X stock 
at 84, and, on the same day, delivers 
these purchased shares to close out the 
short position, realizing a profit of $600. 

As an investor, in whose hands the 100 
shares of X stock delivered to close the 
short position constitute a capital asset, 
the taxpayer will, under Section 1233(a), 
be accorded capital gain treatment of his 


profit. It may come as a surprise to 
him, however, that his gain, despite the 
elapse of more than six months since 
he entered into the transaction, is a 
short term capital gain. 

The Code, insofar as is relevant, pro- 
1233 (b) . . . If sub- 
stantially identical property [identical to 


vides, ‘Section 


the stock sold short.—Ed.] is acquired 
by the taxpayer after such short sale and 
on or before the date of the closing 
thereof—(1) any gain on the closing of 
such short sale shall be considered as a 
gain on the sale or exchange of a capital 
asset held for not more than six months 
(notwithstanding the period of time 
any property used to close such short 
sale has been held); and (2) the hold- 
ing period of such substantially identical 
property shall be considered to begin 
on the date of the closing of the 
short sale, or on the date of a sale, gift, 
or other disposition of such property, 
whichever date occurs first . . .” 

Since, in the transaction postulated, 
the stock used to close out the short 
position by purchase and delivery on 
September 2 is “substantially identical 
property . . . acquired by the taxpayer 
after such short sale and on or before 
the date of the closing thereof,” the 
profit will be deemed short term gain. 
Note that “the date of closing,” in the 
passage cited, refers not to the date of 
the short sale itself, but to the date of 
purchase and delivery of the stock used 
to cover the short position. The Regula- 
tions explain that: “For income tax pur- 


poses a short sale is not deemed to be 
consummated until delivery of property 
to close the short sale .. . (4) .. . If the 
short sale is made through a broker and 
the broker borrows property to make 
delivery, the short sale is not deemed to 
be consummated until the obligation of 
the seller created by the short sale is 
finally discharged by delivery of prop- 
erty to the broker to replace the prop- 
erty borrowed by the broker.” Regula- 
tion Section 1.1233-1(a). 

Thus in the most typical short trans. 
action, viz., one in which the investor 
hopes to make his profit by selling stock 
short now and delivering it later at a 
lower cost, long term capital gain treat- 
ment is denied, while in the squarely 
corresponding situation on the long 
side, the profit could be long term gain. 
Just why Congress has favored the bulls 
over the bears in this respect is not ap- 
parent to the writer. The rationale is 
not that the capital asset involved is 
the stock used to close the transaction, 
and that this has been held for less than 
six months; even if such stock were pur- 
chased at any time following the short 
sale, and delivered to close the short 
position more than six months after 
the purchase, the result is still short 
term gain. Section 1233(b) provides in 
part that short term gain results “if sub- 
stantially identical property is acquired 
by the taxpayer after such short sale 
and on or before the date of the closing 
thereof.” 


Using a put 

In certain cases the taxpayer could 
achieve a profit similar to that obtained 
in the short sale by purchasing a put, 
i.e., an option to sell his stock to the 
optionor at a stated price (usually a 
price very close to the current market) 
within a certain stated period of time. 
Should the market price of the optioned 
securities decline during this period, the 
taxpayer would purchase the stock at 
the lower price, deliver it for sale at the 
stated option price, and so realize a gain 
equivalent to the market decline less the 
sum he paid for the option. This is not 
so readily available a means of profiting 
from a decline, since the market in 
puts is maintained by dealers with 
respect to relatively few securities only. 
But, here too, long term capital gain 
treatment is foreclosed, regardless of 
how long the put is held. It is provided, 
Section 1233 (b), that “. . . the acquisi- 
tion of an option to sell property at a 
fixed price shall be considered as a short 
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sale, and the exercise or failure to exer- 
cise such option shall be considered as a 
closing of such short sale.” 

The taxpayer may accordingly be ad- 
yised that whether he sells the stock 
short or purchases a put, any gain he 
may derive from a drop in the market 
will be treated as a short term gain. It 
may be interesting to recall, in this con- 
nection, that a bullish taxpayer who 
purchases a call, i.e., an option to pur- 
chase securities at a stated price within 
a certain period of time, and holds his 
option for over six months, and then 
sells the call at a profit (reflecting the 
increase in the market price of the op- 
tioned securities less his cost of the 
option), is, under Section 1234, entitled 
to treat his profit as long term capital 
gain; and of course, if the call is exer- 
cised by purchase of the stock when it 
has appreciated, no gain whatever is 
recognized—his cost of the option is 
tacked on to the cost of the securities. 

Under the statute, therefore, profits 
derived from a decline in the price of 
securities are denied treatment as long 
term capital gains. In what circum- 
stances, then, may profits from short 
sales be regarded as long term capital 
gain? Strangely, this favorable considera- 
tion is accorded to short sale transac- 
tions only when they are not true short 
sales—where the result is independent of 
market fluctuation—and where the 
motive of the short seller is deferment 
of tax on gains technically unrealized. 

For example, if a taxpayer wants to 
sell stock he owns but would prefer to 
defer the realization until the next tax- 
able year, he can sell short while main- 
taining his long position. When in the 
next year he covers the short sale, the 
gain or loss will be long or short term 
depending on how long the covering 
securities were held. This is because the 
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special rule applies, as may be noted, in 
Section 1233(b) quoted above, to sub- 
stantially identical securities purchased 
after the short sale, or held for less than 
six months at the date of the short sale. 
Although, as indicated, it is not with- 
in the purview of this note to analyze 
these 
“psuedo short sale’’ transactions, it is 
difficult to forbear from comment on the 
anomoly which precludes long-term cap- 


the provisions pertinent to 


ital gain treatment to one who has 
risked his capital in a short position, 
while conferring it upon another who 
maintains his short position solely for 
tax purposes, and incurs no market risk. 

As the stock market occasionally rises 
even when the experts predict a decline, 
short sales do sometimes result in losses. 
The taxpayer might be expected to in- 
quire whether such a loss, incurred less 
than six months after the short sale, may 
be deducted as a short term capital 
loss, with the benefit of initial applica- 
tion against short term gains. In the 
typical case set forth above, the short 
seller will be allowed to treat, as a 
short term capital loss, any loss he sus- 
tains on covering his short position less 
than six months from the date of the 
short sale. This is spelled out in Regula- 
tion Section 1.1233-1(a)(4): “Thus, if a 
taxpayer makes a short sale of shares of 
stock and covers the short sale by pur- 
chasing and delivering shares which he 
held for not more than six months, the 
recognized . . . loss would be considered 
short term capital . . . loss.” 


Dividends and premiums 


During the period in which the short 
position is maintained, the taxpayer 
(short seller) is charged with the divi- 
dends paid by the corporation the stock 
of which he is short. Further, in certain 
instances, the stock of which the tax- 
payer is short (which in every case must 
be borrowed by the broker to effect de- 
livery to the purchaser within the 
period prescribed by the rules of the 
exchange) lends at a premium, i.e., be- 
cause of the great demand for borrow- 
ing of that stock in connection with 
short sales, owners are able to exact a 
fee for lending it for this purpose. The 
short seller, burdened with these two 
charges in maintaining his position, is 
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concerned with their tax treatment. 
Earlier questions as to these items 
(see, e.g., Estate of Levis, 127 F.2d 796, 
CA-2, 1942, cert. den. 317 U.S. 654, in 
which it was held that charges for short 
sale dividends and lending premiums 
paid by one engaged in the business of 
buying and selling securities for his own 
account were to be capitalized and were 
not deductible as expenses) have been 
resolved in favor of deductibility, by the 
Commissioner’s acquiescences in Weis- 
ler, 6 TC 1148, affd. 161 F.2d 997, cert. 
den. 332 U.S. 842, and other cases. 
Reasoning that, “if amounts so paid 
by a trader in securities are deductible 
as trade or business expenses, amounts 
paid by an investor for the same pur- 
pose should be deductible as nontrade 
or nonbusiness expenses,” the Internal 
Revenue Service has ruled (I.T. 3989, 
CB 1950-1, 34) “. . . that amounts equal 
to dividends paid by an investor with 
respect to stock borrowed to cover short 
sales are allowable deductions under 
Section 23(a)(2) of the Internal Rev- 
enue Code. Premiums paid by an in- 
vestor in connection with the acquisi- 
tion of such stock are also deductible 
under that section of the Code”; and 
there is no reason to suppose these items 
would be treated differently under Sec- 
tion 212 of the 1954 Code. w 


Oregon lists clothes 
required by trades 


A cHECK List of deductible items of 
clothing has been compiled by the Chief 
Auditor of the Oregon Income Tax 
Division. In order to be deductible as a 
business expense, Oregon’s Income Di- 
vision imposes two tests (1) the clothing 
must be a type specifically required as a 
condition of employment and (2) it 
must not be adaptable to general or 
continued usage to the extent it takes 
the place of ordinary clothing. Since 
these are the tests the Treasury lays 
down for deductions on Federal returns 
the Oregon list may be helpful to prac- 
titioners in other states as well. 

The list, as reported in the March, 
1959 issue of the Oregon State Tax 
Commission Bulletin is as follows: 


Deduction 
Yes No 
Baker’s uniforms .. . p 4 


Bakery route salesmen’s uni- 


forms (company insignia) . X 
Bakery route salesmen’s uni- 

forms (without. insignia) xX 
uniforms (em- 


Bus driver's 
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ployer’s insignia) 

Bus driver’s uniforms (with- 
out insignia) 

Cab driver's 
ployer’s insignia) 

Cab driver’s uniforms (with- 
out insignia) 

Carpenter’s overalls 


uniforms (em- 


Cook’s caps and jackets 

Cook’s clothing 

Dairyman’s work clothing 

Doctor’s and dentist’s uni- 
forms 

Fisherman’s clothing, rain 
gear and boots 

Forest service uniforms 

Hospital orderly clothing 

Lineman’s climbing boots 

Lineman’s insulated boots 

Logger’s caulked boots 

Logger’s rain gear, “tin” pants 
and coat 

Logger’s underwear and sate 

Logger’s hard hats (metal) 

Lumber handler’s leather 
aprons and mitts 

Mechanic’s coveralls (insignia) 

Mechanic’s coveralls (without 
insignia) 

Military uniforms (when wear 
is unrestricted) 

Military reservist’s uniforms 
(when wear is restricted to 
reservation) 

Millwright’s work clothing, 
shoes and gloves 

Minister’s clothing (ordinary 
suits, shirts, etc.) 

Nurse’s uniforms (including 
stockings and shoes) 

Police and firemen’s uniforms 

Postman’s uniforms 

Poultry worker’s heavy work 
clothing 

Painter’s overalls (white) 

Plywood glue worker’s cover- 
alls, shoes and gloves 

Railroad trainmen’s clothing 

Service Station and garage at- 
tendant’s uniforms (com- 
pany insignia) 

Service station and garage at- 
tendant’s uniforms (with- 
out insignia) 

Shoes (steel toed safety) 

Steel helmet or hard hat 

Technician’s uniforms (lab- 
oratory, etc.) ie 

Waitress uniforms (ordinary) 

Waitress uniforms (special or 


distinctive or with insignia) 
Welder’s mitts and _ leathers, 
including aprons 
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Work gloves (canvas, rubber- 

ized, leather, leather faced, 

tt We aR ema see 2 X 
Work gloves (shock insulated) X 
Truck driver’s uniforms (em- 

ployer’s insignia) ......... Xx 
Truck driver’s uniforms (with- 


4 


Gut theignita) ... 22: Lie: Xx 
Underwear and socks (heavy) X 


Luncheon vouchers, a British 
fringe benefit, under fire 


WHEN WE WERE IN LONDON last summer, 
we were intrigued by the flourishing 
“luncheon voucher” business. Firms are 
actually in the business of printing and 
selling them to employers who give 
them to their employees, ostensibly as 
supper money when they work overtime, 
but in reality as a bit of nontaxable 
fringe benefit. The vouchers circulate 
almost like cash, being eventually re- 
deemed by the issuing printer. The hue 
and cry that arose when the Inland 
Revenue attempted to curb the prac- 
tice seems to us a Classic example of 
how helpless the tax collector really 
is when something he ignores as too 
small to try to police becomes well 
established and far too big to continue 
to ignore. The furor over 6a readily 
comes to mind. 

The august Economist devoted an 
editorial to the British headache, under 
the typically witty, allusive title, The 
Perk is Not for Taxing. We quote, “The 
Chancellor of the Exchequer 
the batting . by telling the House 
that the Inland Revenue took the view 
that the majority of meal vouchers in 
use today are such as to render them 
taxable. The use of such vouchers is 
now so widespread that a rigid applica- 
tion of the Revenue opinion would 
produce chaotic results and . . . he pro- 
posed to continue the extra-statutory 


opened 





*Judge’s extra apartment allowed as 
travel expense away from home. Tax- 
payer was an Associate Justice of the 
Louisiana State Supreme Court which 
sat in New Orleans 75 miles away from 
the town in which he had been a life- 
long resident. This town was in his judi- 
cial district, New Orleans was not and 
Louisiana law requires that the Justices 
maintain residence in the district in 
which they elected. Taxpayer 
owned a home in this town and he lived 


were 
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concession under which they have been 
previously exempted from tax, but now 
subject to three conditions. Vouchers 
must be non-transferable and used for 
meals only; where any restriction jis 
placed on their issue to employees, they 
must be available to lower paid staff; 
and their value must not exceed 3s. for 
each full working day. 

“These conditions’ the Economist 
continued, ‘“‘are not very different from 
those under which the Revenue has 
hitherto operated the so-called con- 
cession. They are not to begin till April 
6th, and it would be interesting to know 
why the announcement was thought de- 
sirable. If the law is already watertight 
no legislation would appear necessary; 
but is this matter quite so free from 
doubt as the Revenue seems to suggest? 
Many authorities, including the editor's 
of Simon’s Income Tax, think other- 
wise; they regard luncheon vouchers as 
inconvertible benefits which are not 
money’s worth and therefore are not 
taxable in the hands of employees earn- 
ing under £2,000 a year. This question 
of convertibility is probably the main- 
spring of the announcement. Most 
vouchers are already in form non-trans- 
ferable and inconvertible, but in prac- 
tice they are widely used as cash tokens 
for purchases other than meals. It is 
hard to see how the Chancellor’s first 
condition can be policed: the Revenue 
will not welcome the task. 

“The [Chancellor’s] statement may 
also be a move to discourage the increas 
ing provision of untaxable benefits in 
kind which, as the Royal Commission 
said, and as most will agree, is capable 
of becoming an abuse of the tax system. 
It is wrong that an ever greater propor- 
tion of an employee’s true remunera- 
tion should be expressed in a form 
which is neither money nor convertible 
into money.” t 


there during the three months each year 
while the court was not in session. He 
did return to his house most weekends 
and the house was always kept ready for 
occupancy. Taxpayer's personal and real 
property was assessed for taxation in the 
district, where his house was located. He 
also had his civic, church and banking 
affiliations there. He had an annual 
lease on an apartment in New Orleans, 
where he stayed nine months of the year 
while court was in session. On the facts, 
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the court finds the taxpayer entitled to 
deduct the cost of his New Orleans 
apartment as a traveling expense away 
from home. LeBlanc, DC La., 6/4/59. 


Airplane mechanic taxable on per diem 
and incentive pay allowances because of 
high living costs. Amounts received by 
an aircraft mechanic from his employers, 
which were denoted as per diem or in- 
centive pay, are held to be fully tax- 
able. The payments were not intended 
as reimbursement for travel expenses 
away from home, but were intended to 
take care of, or at least alleviate to 
some extent, the higher cost of living 
in taxpayer’s employment areas. As such, 
the expenditures which the payments 
were intended to reimburse were per- 
sonal living expenses. Meyer, TCM 1959- 
94. 


Exempt cost-of-living allowance not 
proved. Employees of the U. S. outside 
continental United States may exclude 
from gross income certain cost-of-living 
allowances they receive. Taxpayer was a 
civilian employee of the Hawaii Air 
National Guard. He was paid according 
to National Guard regulations which 
included a “support schedule.” The 
court holds that he has failed to prove 


that he received a cost-of-living allow- 
ance within the meaning of the exemp- 
tion. The court finds it unnecessary to 
reach the question whether he was an 
employee of the U. S. Barnett, DC 
Hawaii, 5/12/59. 


*Quarters not taxable though considered 
compensation; IRS will follow Boykin. 
The IRS announced it will follow the 
decision of the Eighth Circuit in Boykin, 
260 F.2d 249, in which the court held 
that the rental value of living quarters 
furnished on business premises by the 
employer to the employee was properly 
excludable from the employee’s gross in- 
come, even though the arrangement be- 
tween them was such that the rental 
value of the living quarters was consid- 
ered a part of the employee’s compensa- 
tion and was deducted from his salary. 
The facts in that case clearly demon- 
strate that the employee was required, 
for the convenience of his employer, to 
accept such living quarters as a condi- 
tion of his employment. 

This means, IRS said, that in cases 
involving similar facts and circumstances 
employees will not be subject to income 
tax on the amount of their salary or 
wages which is withheld by their em- 


ployers for lodging furnished on the 
business premises for their employers’ 
convenience, in cases where they are re- 
quired to accept such lodging in order 
properly to perform their duties, The 
IRS said that this new policy applies 
only to 1954 and subsequent years. Pend- 
ing court cases and claims involving this 
issue will be disposed of in conformity 
with this policy, and steps will be taken 
to conform Treasury Regulations and 
outstanding rulings to the Boykin decis- 
ion at the earliest practicable date. TIR- 
158. 


*Loss of topsoil in windstorm was cas- 
ualty. A windstorm blew the topsoil from 
taxpayer's farm. The court finds this was 
unprecedented and unusual and con- 
stituted a casualty, despite the govern- 
ment’s contention that this type of storm 
occurred every year. In computing the 
deduction the court determines that the 
fair market value of the farm was 
diminished 30% by the casualty and 
allows a deduction of 30% of taxpayer's 
basis [which was higher than current 
value.—Ed.]. Barry, DC Okla., 11/18/58. 


Hurricane loss determined as decline in 
value of property. In October 1954 hur- 
ricane Hazel uprooted two large maple 
shade trees on taxpayer’s property. Prior 
to the destruction of the two trees, the 
property had a fair market value of 
$13,250. After the loss the fair market 
value of the property was $12,500. The 
court allows taxpayer a casualty loss de- 
duction in the amount of $750. 
Howard, TCM 1959-89. 


Breakage of china by maid and cat not 
a casualty. Glassware and china acciden- 
tally broken in a home by a cleaning 
woman, and by a pet cat, are not de- 
ductible casualty losses. To be con- 
sidered as a casualty loss it must be a 
mishap in the general nature of a fire, 
storm, or shipwreck. Diggs, TCM 1959- 
99. 


*IRS will allow elevators as medical 
expense. The IRS will follow Berry, DC 
Okla., October 3, 1958, in which it was 
held that the cost of an elevator installed 
in the taxpayers’ residence was deduct- 
ible as a medical expense. The elevator 
had been installed at a cost of some 
$4,400 on the advice of a medical doctor 
to alleviate an acute coronary insuff- 
ciency of Mrs. Berry. 

Accordingly, expenditures made for 
medical purposes will not be disallowed 
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merely because they are of a capital 
nature, the IRS said. However, the capi- 
tal nature of an expenditure will be a 
consideration in determining its deducti- 
bility. If expenditures constitute 
amounts paid out for new buildings or 
for permanent improvements which in- 
crease the value of any property or estate 
they will not be allowed as medical ex- 
pense deductions, TIR-155. 


College tuition can’t be taken as a medi- 
cal expense. Amounts paid by taxpayer 
for his son’s room, board, tuition, books, 
and personal needs while the son was at- 
tending the University of South Caro- 
lina as a student can’t be deducted as a 
medical expense. The fact that the son, 
a Korean War veteran, had been under 
psychiatric observation did not convert 
the expenditure to one for medical care 
in the absence of any evidence that his 
attendance had as its objective, mental 
or physical therapy. Rowe, TCM 1909- 
100. 


Medical expenses for single taxpayer 
limited to $2,500 per exemption. Com- 
menting that the taxpayer, who ap- 
peared pro se, was confused by the in- 
volved language of the statute, the court 
holds that since he was entitled to one 
exemption he is limited in his deduction 
for medical expenses to $2,500. Row, 
TCM 1959-58. 


*Payments under post-divorce agree- 
ments are alimony; IRS to follow Hol- 
lander and Newton. The IRS an- 
nounced that it will follow the de- 
cisions of the United States Courts of 
Appeals in Hollander, 248 F.2d 523, and 
Newton, 212 F.2d 357, in all other cases 
where the facts are similar. These cases 
involved the question of whether peri- 
odic payments made to a former wife 
under a post-divorce agreement which 
amended a pre-divorce agreement are 
deductible by the former husband as ali- 
mony for Federal income tax purposes. 
For payments to be treated as deductible 
alimony, the agreement under which 
they are made must be incident to the 
divorce and that the payments must be 
made in discharge of a legal obligation 
of the husband to support the wife. 

In the Hollander case, the IRS said, 
the pre-divorce agreement provided for 
alimony payments during the wife’s life 
or until her remarriage, or until the 
death of the husband. Under the 
amendatory agreement, made two years 
later, payments of the same or a smaller 
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amount were to be made for a period 
of only six years without regard to her 
marital status, but terminating after a 
specified date or on the death of the hus- 
band or wife, if earlier. 

In the Newton case the parties entered 
into a pre-divorce trust agreement pro- 
viding for the support of the wife and 
children. Four years later the parties en- 
tered into post-divorce agreements ad- 
justing a dispute between them concern- 
ing the amount of alimony and the cus- 
tody of their children. Two years later, 
agreements was re- 
voked, and another post-divorce support 
agreement was entered into providing 
for alimony payments in addition to 
those being made under the pre-divorce 
agreement, and again readjusting the 
custody arrangement. This agreement 
also provided that both parties waived 
any right to request further change in 
the alimony payments. 

The appellate courts held in both the 
Hollander cases that the 
amendatory agreements were incident 
to the divorce status and that the ali- 
mony payments were deductible by the 
former taxable to the 
former wives. The courts noted in each 


the second set of 


and Newton 


husbands and 
case that the alimony payments were 
made under a legally binding agree- 
ment which altered the support obliga- 
tion incurred by the husband prior to 
the divorce and were made in discharge 
of the legal obligation to support the 
wife. 

IRS cautioned that these decisions do 
not cover every post-divorce agreement 
and their application must be limited 
to other cases in which the circumstances 
are substantially the same. 

IRS emphasized in addition it does 
not agree with these court opinions to 
the extent that they purport to allow a 
deduction to the husband for payments 
made to his former wife for any reason 
other than “because of the family or 
marital relationship in recognition of 
the general obligation to support,” as 
required under applicable regulations. 
TIR-161. 


Neither life insurance premiums nor 
mortgage amortization payments are 
alimony. Premiums paid by taxpayer on 





*xindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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insurance policies on his life, which, 
pursuant to judicial decree named his 
ex-wife as beneficiary should she survive 
him and not remarry, are held not de- 
ductible as periodic alimony. The wife 
was merely a contingent beneficiary and 
had none of the incidents of ownership 
in the policy. Also, the court holds pay- 
ments made by the husband pursuant to 
the decree to liquidate in four years a 
mortgage on property owned by his 
divorced wife are installment payments 
of a principal sum not periodic pay- 
ments. The husband is therefore denied 
a deduction for these payments as ali- 
mony. Steelman, TCM 1959-92. 


Contingencies under local law may 
qualify fixed payments as alimony. To 
qualify as alimony for tax purposes, 
payments must be either fixed amounts 
for an indefinite period or indefinite 
amounts for a fixed period. The IRS 
here rules on an agreement which pro- 
vided for payments for a fixed period, 
but finds that they are indefinite in 
amount and so qualify. Taxpayer’s de- 
cree, obtained in the state of Washing- 
ton, provided for the payments of ali- 
mony by him to his wife of a stated 
sum per month for a period of four 
years. The Service rules that both the 
common law principle (applicable in the 
state) which provides that the obliga- 
tion to pay alimony terminates upon the 
death of either spouse, as well as the 
possibility of a change in alimony pay- 
ments by the court under a specific pro- 
vision of the state law, constitute “‘con- 
tingencies by local law” 
sufficient to qualify the payments as 
periodic alimony. Rev. Rul. 59-190. 


imposed 


Payments to ex-wife’s mother are ali- 
mony [Acquiescence]. In the property 
settlement incident to his divorce 
payer agreed to pay his wife’s mother 
$5,000 a year. The Tax Court allowed 
him to treat the payment as alimony. 


tax- 


The IRS previous nonacquiescence is 
now withdrawn. Lehman, 17 TC 652, 


acq., IRB 1959-23. 


Divorce settlement makes husband tax- 
able on gain in life estate to wife; not 
on remainder to children [Acquiescence]. 
Under the terms of a property settle- 
ment agreement later incorporated into 
a divorce decree, taxpayer-husband con- 
veyed to his wife a life estate in his 
undivided one-half interest in a ranch 
property with remainder to their 
children; in return the wife gave up her 


rights to alimony. The value of the life 
estate was substantially in excess of the 
portion of taxpayer-husband’s basis for 
the ranch allocable to the life interest. 
Valuing the alimony rights as equal to 
the life interest, the court finds taxpayer 
had gain on the satisfaction of that ob- 
ligation with the ranch interest. As to 
the remainder no gain was 
realized since it was transferred outright 
to the children as a gift. The court also 
the realized 
gain on the transfer of the life estate 
cannot be reduced by any portion of 
the mortgage indebtedness on the prop- 
erty which the husband agreed to satisfy 
in full, nor by the value of the wife's 
inchoate right to dower in the ranch, 
which at best was a bare expectancy. 
King, 31 TC 108, acq., IRB 1959-21. 


interest, 


rules that the amount of 


Payments under post-divorce agreement 
are alimony. In 1924 taxpayer, in antici- 
pation of divorce, entered into a divorce 
trust agreement with her husband pro- 
viding for the support of herself and 
their minor children. Five days later tax- 
payer was divorced. In 1930 she entered 
into a new “property” agreement with 
her former husband, requiring him to 
pay her $11,000 annually in addition to 
the amounts due to her under the trust 
The Tax Court held the 
payments to be includible in taxpayer's 


agreement. 


income as alimony. They were made in 
discharge of a legal obligation arising 
out of the family or marital relation- 
ship under a written agreement incident 
to the divorce. The Tax Court also held 
that the Commissioner is not estopped 
from collecting the tax here because 
he disallowed a deduction for the ali- 


mony to former husband. 
This court affirms 


Heath, CA-2, 4/16/59. 


taxpayer's 


without opinion. 


O’Dwyer’s expenses as ambassador esti- 
mated. William O’Dwyer’s accountant 
totaled his expenses in 1950 and 1951, 
while he was ambassador to Mexico, at 
$7,000 and $28,000. The Government re- 
imbursed $500 and $10,000. The alloca- 
tion of the remainder between business 
and personal was, the court states, not 
explained. The Tax Court allowed the 
former New York Mayor $1,900 in 1950 
($6,000 claimed) and $8,000 ($12,000 
claimed) in 1951 as unreimbursed busi- 


ness expense. This court affirms, observ- 
ing that the Tax Court would have been 
justified in disallowing any unsubstan- 
tiated expenses not recognzed by the 
Commissioner. O’Dwyer, CA-4, 4/21/59. 
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TAX STRATEGY, NEWS OF THE REVENUE SERVICE 


Effective tax procedures 


EDITED BY MARTIN M. LORE, LL.B., CPA 





Achieving a good settlement with the 


IRS; a guide for the negotiator 


by HARROP A. FREEMAN and NORMAN D. FREEMAN 


The vast majority of tax controversies can be and are settled in the IRS and the 


sooner the settlement can be reached, the better it usually is for the client. The 


experienced practitioner bears this in mind from the very first discussion of a pro- 


posed transaction with a client and all through the negotiations, the gathering of 


evidence, and the preparation of the return itself, he never forgets how the matter 


will look to the examining agent. The good negotiator knows the strengths and 


weaknesses of his own case and of his opposite number’s and understands the pres- 


sure working on both of them. The Freemans here review the policies of the IRS, 


the duties and obligations of the enrolled practitioner and the needs of the in- 


dividual agent and show how they all combine to produce a climate favorable to 


early settlement if the practitioner is patient and skillful. 


HEN A REVENUE AGENT first phones 
Wren for an appointment to ex- 
amine a return, you should fix firmly 
in your mind just what the agent’s job 
is. He has been assigned a quota of 
cases. His primary job is to complete an 
examination and get all the relevant 
facts. He wants tangible evidence. He 
will assume you and he are going to 
cooperate to get the job done quickly. 
He may have questions as to only one 
or two items; a quick and satisfactory 
handling of these will save time and 
head off further investigation. Give him 
all the help you can; he has almost un- 
limited power to disallow issues, to put 
you to absolute technical proof, to sub- 
poena books, records and _ witnesses. 
Never wine or dine an agent, no matter 
how good a friend you consider him. It 
is unfair to him, for others will see him 
with you and wonder whether he is 
giving you a favorable treatment. 

There are some aspects of the agent's 
job which are very hard to prove, but 
those of us who regularly practice in 
this field know they exist and we try to 
adjust to them. While it is true, as the 
Service publicizes, that the agent gets no 
credit or bonus for the amounts he pro- 
duces, he is on a production schedule 
and his rating, his opportunity to obtain 





desired posts, etc., depend upon his 
efficiency and production. You will have 
to be able to sense what he has in mind 
—whether raising an issue or settling the 
case will put the feather in his cap. It 
is often denied that the agent operates 
under secret instructions or unpublished 
rulings, but he does and perhaps must.1 
All you can do is watch for published 
guides to IRS officers, e.g., that as to 
business expenses.? 

If your client is a doctor he may be 
audited, not because of anything in his 
return, but because of an instruction to 
examine all, or a sampling of, doctors. 
Although the published 
preclude raising nuisance issues, mak- 


instructions 


ing nuisance settlements, horse-trading 
and misuse of process, actually all these 
occur. The government has asserted 
“mathematical” errors which are in fact 
deficiencies in order to escape deficiency 
procedure,? and fraud to avoid the 
statute of limitations.4 It has misused 
Form 872 which was intended to be 
employed only when issues were framed 
and the time limit on assessments was 
near; it is regularly used to get addi- 
tional time for audit.5 Every tax prac- 
titioner could add to this list. This is 
the tax lore which can be learned only 
by experience. 
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The taxpayer can himself somewhat 
set the stage for a favorable Service 
treatment: 

* He can avoid the questionable tax 
avoidance schemes. 

* He can prepare returns carefully 
and accurately, to head off an examina- 
tion and create the proper psychological 
attitude, or he can employ a person of 
high reputation to prepare the return. 

¢ He can be willing to settle for what 
it would cost him to fight. 

* He can take care to file a complete 
return. Omission of schedules, mathe- 
matical errors and the like invites difh- 
culty. Unusual items require particular 
explanation. 

«He can be as polite, businesslike 
and pleasant as the agent. 

¢ He can be as fully informed on all 
matters in his case as the government is. 

From time to time the Internal Rev- 
enue Service summarizes its attitudes 
and policies toward taxpayers.® Some of 
these may be listed as follows: 

1. It maintains it represents the tax- 
payer as much as it does the govern- 
ment, seeks only the tax due and is not 
an advocate. 

2. It is a confidante of taxpayers, 
knowing detailed facts about personal 
and financial affairs. It keeps these con- 
fidential. 

3. It seeks to simplify forms, to in- 
struct taxpayers, to refund taxes prompt- 
ly and otherwise maintain good public 
relations. 

4. It has a clear policy against raising 
issues for trading purposes only, and 
has a prohibition against nuisance-value 
settlements. 

5. All relations with the taxpayer are 
to be polite, businesslike and pleasant. 

6. Nuisance assessments (such as those 
which merely switch income among 
years) are being reduced and changes 
are avoided unless they are significant or 
will not correct themselves in later years. 

7. As a general rule agreed issues are 
not reopened. 

8. Agreements are sought for if pos- 
sible. 

9. Partial agreements on one or more 


1 Henry B. Fernald, Secret Ruling and Decisions, 
Income Tax Administration; Tax Institute 1948, 
p. 204. 

2 Rev. Rul. 54-195, 1954-1 CB 47. : 

5 Tax. L. Rev. 481 (1950); Muse v. Enochs, 
164 F. Supp. 561 (S.D. Miss. 1958); Hackleman 
v. Granquist, 147 F. Supp. 826 (D. Or. 1957); 
Newman, 219 F.2d 444 (CA-5, 1955). 

4H. Freeman, Tax Fraud and the Professional 
Man, 9 JTAX 2 (1958). 

5 Mim. 4134, XIII-1 CB 98; Spec. Rul. 2/10/56, 
565 CCH 6469. 

6 IR-Mim. No. 298, Rev. Rul. 266, 1953-2 CB 450, 
469, 503; IRC (1954) Sections 7213, 7816; Treas- 
ury Release A-357, 10/31/58; 26 CFR 601.106(f), 
701, 702; 26 CFR 1.167 d-1. 
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of the points at issue and covering one 
or more involved are sought. 

10. Correspondence is to be answered 
promptly and, if this cannot be done, is 
to be immediately acknowledged. 

The Internal Revenue Service 
will now (since 1958) respect Tax Court, 
district, circuit and Court of Claims de- 
cisions where controlling. 

The Service, up to the Appellate 
Division, has recently decided to deal 
with non-admitted persons in connec- 


years 


tion with the returns they prepare as 
fully as they now deal with those hold- 
ing Treasury cards. 

13. Every dealing between the tax- 
payer and the Internal Revenue Service 
is to be handled at the lowest operating 
level. 

14. If audits reveal many errors of a 
certain type, the returns will be revised 
to minimize these errors. Examples in 
the last few years are: 1951 recognition 


of errors in dependency deductions, 


thereafter much more detail was re- 


quired; the ease with which people 


escape reporting dividends caused the 
level for filing information returns to 
be reduced from $500 to $100 to $10; a 
similar power has been given the Service 
as to reporting interest but has not yet 
1954, 
sonal deductions were so great the form 
changed detail 
quired; during 1957-58, the same treat- 
ment was threatened as to travel, enter- 
taining and similar reimbursements. 
15. Of prime importance is the ex- 


been exercised; in errors in per- 


was and more is re- 


pedition and early disposition of cases. 

One of the most difficult policy de- 
cisions the IRS must make is how to 
1956, the IRS 
threatened to run a door-to-door canvass 
to ask whether returns had been made; 
it would have been expensive but the 


use manpower. In 


mere threat got results and many more 
people began to make tax returns. In 
1948, the average additional 
audit was $1,100; by 1950, 
was auditing down to an average of 


tax per 
the Service 


$23. It has stayed about there since. It is 
recognized that large returns will yield 
more tax per audit but are more likely 


7 Note the new requirement that the IRS follow 
TC, CCA and Ct. Cl. decisions, IRC (1954) Sec- 
tion 7810 (1958). See Ch. IV B, Taz Practice 
Deskbook (Little, Brown & Co., 1959). 

8 See Ch. IV and V, Taz Practice Deskbook (Lit- 
tle, Brown & Co., 1959). 

® Circular 230, 31 CFR Section — 10.6; 26 CFR 
Section 601.501-511 ; 1955-2 CB 

10 Gregory, 69 F.2d 809 (CA-2, *984), affd., 293 
U.S. 465 (1934); Paul, The Lawyer as a Tax Ad- 
viser, 25 Rocky Mt. L. Rev. 412 (1953). 

11 A good expression is Report dated January 27, 
1948 on the investigation of the Bureau of In- 
ternal Revenue by the Advisory Group to the 
Joint Committee of the Congress appointed un- 
der Public Law 147: “Although primary empha- 
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Negotiating with the IRS 


Negotiation is an art. And how does 
one teach an art? Certainly not by rote. 
Possibly by watching a great artist. From 
our own experience and from the ex- 
perience of those whose ability we re- 
spect, we suggest these observations: 

1. Establish your own reputation. If 
it is known that you settle reasonably, 
that you do not press cases beyond their 
merits but that you pursue a case to the 
bitter end (and successfully) when you 
are right, you will be met by a respect- 
ful willingness to negotiate. 

2. Assume the conferee (at any level 
in the Service) is capable. If you demand 
respect, give respect. 

3. Consider the government’s policy 
toward taxpayers and your response 
thereto.7 

4. Be fully aware of government pro- 
cedures and your alternatives.§ 

5. Be completely prepared on the 
facts: and the law, the strength and 
weaknesses of your case. 

6. Learn to think fast. Think ahead. 
See where a point is leading. Do not 
get yourself in a box. 

7. There is no controversy which can- 
not be negotiated. Unwillingness to 
bring into play the basic principles of 
negotiation, rather than the nature of 
the issue, usually accounts for the in- 
ability to gain agreement. 

8. The test of successful negotiation 
is a workable agreement. Not the in- 
dividual gain in advantage so much as 
its workability and satisfaction to all so 
they will want to carry the agreement 
out is the goal of negotiation. 

9. Negotiation requires a flexible atti- 
tude. A cooperative, open-minded, 
imaginative, patient and flexible atti- 
tude will gain more ground, even under 
provocation. The true negotiator recog- 
nizes that he is faced with a problem 
to be solved and an agreement to be 
made, not a debate Stiff 
back and braced feet is not the stance 
for negotiating, for the unbending atti- 
tude of one side is invariably reflected 


to be won. 


sis seems usually to have been placed on the cor- 
rection of errors that understate tax obligations, 
equitable administration requires that equal 
emphasis be placed on inaccuracies that overstate 
the taxpayer’s liability. It is the function of the 
administrative agency to assist taxpayers in the 
determination of their correct tax liability. For 
those who are uninformed or misinformed, the 
Bureau should serve both the interest of the tax- 
payer and the Government. The employment of 
tax specialists should not be essential to insure 
uniform, fair application of the law. 

“The Bureau is not the Government’s advo- 
cate; its responsibility is to provide uniformity 
in the application of the revenue laws irrespec- 
tive of the immediate financial consideration. To 


in the stiff attitude of the other. 

10. Negotiation requires an open 
mind. Phrases like “ultimatum,” “final 
offer” or “unalterable demand” are not 
the language of negotiation. These in. 
vite a challenge of force or a humiliat- 
ing surrender. Neither side can assume 
its position to be clothed in moral in. 
fallibility. If the position is sound, it 
will gain respect. The argument of “it’s 
a matter of principle” too often masks 
an attitude of “I won't.” 

11. Negotiation requires persistence, 
To stop negotiating is to admit defeat. 
But there is a wide difference between 
persistence in position and _ persistence 
in negotiation. To remain intransigent 
in position destroys the very nature of 
negotiation, and usually ends in termi- 
nating the negotiation. 

_12. Negotiation requires recognizing 
that opposite interests may be genuinely 
and deeply felt, and that particular con- 
troversies arising during the negotiating 
process may be exaggerated by the 
negotiators. Stinging charges of insincer- 
ity never helped to settle any argument 
nor to clarify the points at issue. 

13. Negotiation requires privacy and 
trust. It cannot be carried on in a gold- 
fish bowl or in a theatre where the 
actors are tempted to overact their parts. 
You may want to leave your client at 
home. 

14. Do not try “influence.” Politicians 
and influence peddlers live on the im- 
pression that they can get you a “special 
deal.” In nine cases out of ten they hurt 
you. 


” 


15. Maintain the highest ethical 
standards. Never misrepresent. If your 
word is as good as your bond you will 
need no bond. 


Duties of enrolled person 


The provisions in the Regulations are 
specific as to the obligations of an en- 
rolled person. These are to assure a 
high standard of ethics, proper repre- 
sentation of the client, and the same 
type of relationship with the IRS that 
an attorney owes a court as its officer. 
An enrolled person has an obligation to 


no small degree the environment in which the 
Bureau appears an advocate has been created by 
the zeal of representatives of interests who can 
afford specialized attention to their tax problems. 
The vast majority of taxpayers, however, are 
without competent tax counsel and neither know 
nor can inform themselves of the unavoidable in- 
tricacies of the Revenue Code. For this large 
group the Bureau must scrupulously maintain a 
policy of equal regard to the interest of the gov- 
ernment and taxpayer. The same policy should 
apply in dealings with the clients of the tax bar 
and the tax accountants, although it is reason- 
able to assume that audit activity to ascertain 
— of tax by the group will be ster- 
ile. 
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at the Cornell Law School and practices 
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Practice Deskbook,” published in 1959 
by Little, Brown & Co.] 





the Internal Revenue Service to: 

«Act ethically and_ professionally. 
Lawyers are bound by the American Bar 
Assoc iation Canons of Ethics and CPAs 
by the published standards of their pro- 
fession. 

« Advise a client promptly if he has 
not properly complied with the law, or 
has made an error in a return or other 
required document. 

« Exercise due care in preparing re- 
turns or other documents and accuracy 
in advising a client. Incidentally, an 
enrolled person may not notarize a 
document he prepared. 

«Sign any return or document pre- 
pared with a statement that the facts 
therein are true to the best of his knowl- 
edge. 

* Properly account for funds. He may 
not receive or endorse 
checks unless given express authority. 


government 


«Exact no unreasonable fee. Report 
fee arrangements and file wholly or 
partially contingent arrangements, if re- 
quired. At present, enrolled persons 
need not file contingent fee reports. 
Non-enrolled persons authorized to ap- 
pear before lower echelons in the IRS 
to defend returns they prepared must 
file contingent fee reports. Rev. Proc. 
59-3 requires a preparer to file with his 
authorization a signed fee statement. 

* Represent clients of another en- 
rolled person as attorney, accountant or 
custom house broker only. 

* Employ no person who could not be 
enrolled or who becomes disbarred, sus- 
pended, denied licenses, etc. 

* Produce all records (subject to at- 
torney-client and constitutional _privi- 
leges). 

* Make no attempt to gain confiden- 
tial government information. 

* Never try to influence government 
agents improperly. 

* Give information of violations which 
should lead to suspension or disbarment 
of any person. 

« Use no fictitious names. 

* Avoid advertising or soliciting (ex- 
cept among friends and clients). Usual 
professional cards or description of 
author’s firm in an article is proper.® 

It must be admitted that there is a 


growing tendency for taxpayers to view 
the tax collector as an antagonist; as 
“that man who has his hand in my 
pocket, his eye at my window and his 
ear to my doorcrack;” as being uncon- 
cerned with the taxpayer and just a 
little shady in his dealings; as favoring 
the big taxpayer; as disallowing tax- 
payers’ rightful claims and putting them 
to proof; etc., etc. On occasion there 
may be a germ of truth in each observa- 
tion. But, generally speaking, the In- 
ternal Revenue Service is hardworking, 
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honest and as nearly fair to both tax- 
payer and government as it can be. It 
does try to follow its basic principle 
that the taxpayer shall pay his full 
tax but not a penny more.1° Since the 
taxpayer in preparing his return weighs 
debatable issues and decides them in 
his favor and so reports, he usually starts 
his relationship with the IRS as an 
advocate. Thus the government almost 
of necessity is thrown into an adversary 
role. Yet it tries to maintain, and to 
give the impression of, objectivity. * 


IRS seeks to allay tax men’s fears 


of Inspection Service reopening case 


; es REVIEW OF CLOSED TAX cases by 
the Inspection Service of the IRS as 
part of its internal audit function has 
again been defended by the IRS, ap- 
parently in reply to continuing criticism 
by practitioners. The Commissioner ex- 
IRS policy 
letter to employees of the department; 
the ABA Section of Taxation, wanting 
to make sure all its members saw these 


plained in. his monthly 


remarks, sent a special bulletin quoting 
the letter, and the IRS thereafter issued 
a formal Technical Innformation Re- 
lease (160) paraphrasing the Commis- 
sioner’s letter to employees. 

The review of closed cases by the In- 
spection Service has long been a sore 
point with practitioners and stories are 
constantly circulating among tax men of 
settlements being upset, Service person- 
nel angered by the “second guessing” of 
the auditors, and practitioners dismayed 
at seeing a settled case reopened. The 
study of the Internal Revenue Service 
made in 1957 by an Advisory Group of 
Practitioners appointed by the Mills 
Subcommittee of the House Ways and 
Means Committee was critical of this 
feature of the audit program. As we re- 
ported in November 1957 (7 JTAX 296) 
criticism of the IRS’ own internal audit 
system has centered around charges that 
there are two uncoordinated reviews: 
that of the internal audit division of 
the Inspection Service and that of the 
Regional Commissioner’s audit division. 
From the tax practitioner’s point of 
view this means that reaching a decision 
is made difficult because of the natural 
tendency of the IRS man to consider 
the probable reaction not only of his 
own technical superiors but also of the 
various auditors who may question his 





disposition of the case. Sometimes cases 
which the taxpayer had thought were 
completely settled are reopened. 

The Advisory Group was of the opin- 
ion that the review of technical decisions 
by those who are not expert has been 
a contributing factor in the low morale 
and high turnover in the IRS. It said: 
“Considering that basically the technical 
employees of the Service are engaged in 
difficult and important interpretation of 
laws, regulations and rulings, and the 
appraisal of factual situations requiring 
a high degree of competency, courage, 
and judgment, it would seem that the 
efciency with which they handle their 
tasks, and the skill, courage, and willing- 
ness to assume responsibility which they 
show, is best appraised in the normal re- 
os 
must be expected that, while most em- 
ployees will accept normal supervision 
reviewing 
channels, an employee will not accept 
gracefully an atmosphere in which his 
conscientious efforts to do his job to the 
best of his ability, particularly if the job 
requires decisions, must be done with 
the consciousness that an inspector less 


viewing channels of the Service. 


and correction in normal 


versed in the particular specialty may 
challenge his decision. 

“We have had reports from different 
parts of the country of cases which have 
been closed through normal working 
routines, through decisions arrived at in 
the best judgment of those participat- 
ing (and reviewing) but upset when 
someone from the Inspection Service has 
examined the file... .” 

The Commissioner’s letter to “my fel- 
low employees in the IRS,” issued April 
29, devoted several paragraphs to this 
problem. “During the recent American 
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Bar Association convention,” Commis- 
sioner Latham wrote, “several highly 
reputable attorneys quoted to me state- 
ments made to them by certain of our 
field personnel to the effect that they 
could not accept proposed agreements 
they were afraid accepiance 
would get them into trouble if the 
cases were reviewed by Regional An- 
alysts or by the Internal Auditors of In- 
spection. 

“I suspect that the employees who 
said this simply thought it was the 
easiest way to explain their refusal of 
the proposed agreements, and did not 
realize the harm done the Service by 
such statements. 

“However, in case any employee is 
genuinely afraid of these reviews, I want 


because 


to be sure that his misconceptions are 
cleared up. 

“The most important thing for you to 
know and remember is that neither Re- 
gional Analysts nor Inspectors have any 
authority to cases closed by 
agreement, either in the Audit Division 
or in Appellate. 


reopen 


“As far as Inspection is concerned, 
the policy of Internal Audit on closed 
tax cases is clearly defined in Section 
(10)233 of the Internal Revenue Man- 
ual, in the following words: ‘Internal 
Audit does not and will not superimpose 
its judgment as to technical determina- 
tions on that of technical personnel, nor 
does it have the authority to reopen or 
require the reopening of any closed tax 
case. The authority to reopen closed 
cases is vested in operating officials 
only.’ 

“The Manual goes on to say that ‘If, 
during the review of a case file, the 
auditor finds evidence of a conclusion 
or action that is obviously unreasonable 
or inconsistent with policy or procedure, 
the case is called to the attention of the 
appropriate operating official for de- 
termination as to what action should be 
taken.’ 

“The Regional Analyst’s review of 
examined closed cases is for the purpose 
of discovering and identifying the kinds 
of procedural and technical errors which 
occur most frequently so that appro- 
priate measures can be taken to improve 
the quality, technical adequacy, and uni- 
formity of the entire audit activity. It is 
not designed to check up on individual 
agents, and indeed, since good tax ad- 
ministration demands that closed cases 
should not be reopened without strong 
cause, it is Service policy not to reopen 
cases closed in the District Director’s 
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Office unless they involve errors that are 
substantial, both in amount and in reia- 
tion to the taxpayer’s total liability, or 
unless there is evidence of fraud or 
collusion. 

“Also closed cases may be reopened 
only with the personal approval of the 
District Director, Regional Commis- 
sioner or ARC (Audit). Such reopenings 
are extremely rare. A careful study made 
in 1956 revealed that of the 2.4 million 
examined cases closed in that year, only 
1,020 returns were reopened, which is 
only 1/25th of 1%. Only 33 of these 
returns were reopened as a result of in- 
formation supplied to line officials by 
Inspection. 

“I hope that what I have said will put 
these reviews in better perspective and 
will clear up any misunderstanding any 
of you may have had about this matter. 
I want to emphasize that all personnel 
concerned with the closing of tax cases 
are to be guided by their own evalua- 
tion and analysis of the cases. In other 
words, ‘call the shots’ as you see them. 
The extremely small percentage of re- 
turns reopened after closing testifies to 
the high quality of your work.” 


Inspection chief outlined policy 


The Inspection Service of the IRS is 
relatively new, having been set up in 
the early 1950’s as a result of the re- 
organization of the whole service. It is 
headed by an Assistant Commissioner, 
currently Harry J. Trainor, who, in a 
talk about the functioning of the In- 
spection Service at the 17th Annual 
NYU Institute last fall paid particular at- 
tention to its audit work and the criti- 
cism it has received from practitioners. 

“The review of closed tax cases,” he 
said, “has been the subject of much 
discussion, and, I might say, is one of 
our activities that has been subject to 


considerable misunderstanding. There. 
fore, I want to emphasize at the start 
that Inspection does not reopen tax 
cases and has no authority to order the 
reopening of a tax case. The responsi- 
bility for making a decision as to 
whether a tax case should be reopened 
is that of management, and Inspection 
does not transgress on this responsibil- 
ity or in any way influence the official 
who makes the decision. 

“If during the course of our work we 
become aware of information relative 
to a tax case that should be made 
known to management, we, of course, 
bring it to the attention of the respon. 
sible official. There is absolutely no 
reason for that official to attach any 
more significance to the information, or 
to consider it in any way different from 
information that may come to him from 
any other sources. 

“Actually, we spend only a small per- 
centage of our total internal audit exam- 
ination time on the review of cases. Dur- 
ing the course of an internal audit, the 
Internal Auditors look over a_ small 
sample of closed tax case files so that 
management officials can have some as- 
surance that Revenue Agents are fol- 
lowing prescribed procedures in mak- 
ing tax audits, and that the District 
Office review staffs and the analysts 
under the Regional Commissioner are 
properly performing their post review 
function. The Internal Auditors are 
limited by instruction to determine if 
prescribed policies and procedures are 
followed, and not to superimpose their 
judgment as to technical determinations 
on that of technical personnel. The Re- 
gional Analysts review technical deter- 
minations and that the 
Revenue Agents have properly and uni- 
formly followed the law, regulations, 
and Revenue Service determinations.” * 


issues to see 


New procedural decisions this month 


Delinquency penalty a deficiency. The 
IRS assessed a delinquency penalty 
against taxpayer without sending a 90- 
day letter. The court enjoins the assess- 
ment. While deliquency penalties were 
not deficiencies under the 1939 Code, 
the 1954 Code specifically provides that 
they are. Strawberry Hill Press, Inc., DC 
N. Y., 3/10/59. 


Government gets nine-month interest 
windfall on reversed tentative amortiza- 
tion allowance. Taxpayer, the Standard 





Oil Co., paid its 1942 tax in quarterly 
installments in March, June, September 
and December, 1943. In 1946, taxpayer 
received a $125,000 refund on its ap- 
plication for excess profits tax tentative 
amortization allowance for 1942 to- 
gether with interest from December 16, 
1943. Later, the government determined 
that the allowance had been erroneously 
granted, and collected the entire amount 
but it charged interest from the due date 
of the return March 15, 1943. The gov- 
ernment thus collected interest for the 
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nine months from March to December 
1943, some $5,000 for which taxpayer 
sues. The court notes that in Central 
Fibre Products (115 F. Supp. 147) an- 
other court thought this result too in- 
equitable to be permitted despite the 
clear language of Code. This court finds 
that the result is not wholly unjust and 
may indeed have been foreseen by Con- 
ress. Standard Oil Co., DC Ohio, 5/8/ 
9 


er 
59. 
Bank not required to comply with un- 
reasonable demands for information. 
The government served a summons on 
a bank to produce information about 
eight related depositors who were under 
tax investigation. The summons called 
for production at a government office of 
three “signature cards, ledger 
sheets, deposit tickets, microfilm records 
of checks, on all individual and corpo- 
rate accounts, including checking, sav- 
ings, special, trust or otherwise” for 
these depositors. To comply, the bank 
would have had to search 17,000 active 
and 50,000 signature cards, 
147,000 ledger sheets and thousands of 
microfilm records at a cost of $30,000. 


years’ 


inactive 


It refused. The court finds that the de- 
mands of the summons are unreasonable, 
but permits the government to modify. 
Production of all signature cards at a 
particular place may be requested, as 
well as the presence of bank officials for 
testimony. The records demanded must 
be specified with reasonable certainty. 
The government need not show that 
its investigation is well founded, only 
that its requests are relevant to the in- 
vestigation. But its demands must be 
reasonable and should not create’ undue 
burden or expense. First National Bank, 
DC Ark., 6/2/59. 


Estimated tax is paid when return is 
filed under extension. Taxpayer made 
claim for refund within three years of 
the filing of his final returns under ex- 
tension. However, more than three had 
elapsed since he had made his estimated 
tax payments for the year, and since the 
original due date of the return. The 
Commissioner limited the refund to the 
payment that accompanied the final re- 
turn. The Tax Court allowed refund 
of the estimated tax payments. The pay- 
ments of the estimate were not payments 
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of tax but only credits against taxpayer's 
estimated future liability. Payment of 
tax occurred when the final return was 
filed. This court affirms. The Code pro-, 
vision that advance payments of tax are’ 
to be considered as paid on the last day 
for the filing of the return without re- 
gard to any extension of time granted 
taxpayer does not start the statute of 
limitations running from that date. The 
Government’s interpretation would pen- 
alize taxpayers who file under extensions 
by giving them a shorter limitation pe- 
riod than those who file on the statutory 
due date. Plankinton, CA-3, 6/4/59. 


Wife liable as transferee for husband’s 
taxes; he gave her property while insol- 
vent. Taxpayer’s husband, while insol- 
vent, embarked upon a series of trans- 
fers of property to his wife. This was 
done iti the face of, and with full knowl- 
edge of, unpaid tax deficiencies. In some 
instances the transfers were executed 
through the means of straw parties. In 
others, they were accomplished through 
payments of cash. The court finds that 
the transfers were made with intent to 
defraud. Casella, TCM 1959-84. 
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Death benefits from qualified plans bring 


tax saving if the employee planned wisely 


by DAVID STOCK 


Employee benefits are given more favorable tax treatment than almost any other 


form of wealth, but the tax shelter given to their accumulation during the life of 


the employee and their disposition at his death can be lost by careless choice of 


beneficiary or of option. With currently high tax rates on other forms of income, 


a very substantial part of the wealth of many taxpayers lies in death and retire- 


ment benefits under qualified plans. Unfortunately too little attention is given to 


planning the use of these benefits. Mr. Stock here outlines income, estate and gift 


tax treatment of these benefits and then points out the traps into which the unwary 


employee can fall by a thoughtless or shortsighted choice of alternatives open to him. 


i PLANNING for the proper disposition 
of an employee’s death and retire- 
ment benefits under a qualified plan, 
you will want to review with him the 
provisions of the law which give these 
rights the almost unique status of free- 
dom from income, gift and estate taxes, 
or if complete freedom cannot be 
achieved, the opportunity to pay only 
capital gain tax or to spread out the 
income tax. A benefit that most em- 
ployees are aware of is the capital gain 
on distributions made on separation. 
The Code provides that if the total dis- 
tributable to an employee under a 
qualified plan is paid within one taxable 
year by reason of separation from the 
service of the employer (including 
death) or by reason of death after sepa- 
ration from service, such distribution 
is taxable as long-term capital gain. This 
is so whether the recipient is the em- 
ployee or his estate or a designated bene- 
ficiary. The distribution is taxable to 
the extent it exceeds the amount, if 
any, contributed by the employee. If the 
distribution includes securities of the 
employer which have appreciated, they 
are valued, for income tax purposes, at 
their cost to the trustee under the plan, 
rather than value at distribution. 
Distributions which do not qualify for 
such capital gains treatment, such as an- 
nuity payments, are taxable as ordinary 


income, to the extent that they exceed 
the employee's costs as represented by 
his own contributions.2 Provision is 
made in the Internal Revenue Code for 
prorating the employee’s cost over the 
period of distribution in order to ascer- 
tain the annual income element in each 
payment, with the use of life expectancy 
in the case of lifetime distributions.* 

Frequently, a lump sum _ payment, 
even on a capital gains basis, may in- 
volve more income tax than a distribu- 
tion over a number of years at ordinary 
income tax rates, unless the lump sum 
payment is to be divided among a num- 
ber of recipients, such as various mem- 
bers of the employee’s family or a num- 
ber of trusts—to which further reference 
will be made below. 

To the extent that the death benefit 
under a qualified plan is provided by 
the reserve under a life insurance con- 
tract, the benefit constitutes income to 
the beneficiary only to the extent of the 
cash surrender value of the contract im- 
mediately prior to the death of the em- 
ployee. It is capital gain if distributed 
as part of a lump sum; it is ordinary in- 
come if distributed otherwise. The 
excess of the death benefit over the 
cash surrender value is exempt from 
income tax as life insurance proceeds.4 
As in the case of any distribution of a 
death benefit, the contributions by the 


employee go to reduce the amount of 
taxable income or capital gain, and, for 
this purpose, the amount of premiums 
on insurance contracts previously taxed 
to the employee are regarded as con- 
tributions by the employee.® 


The $5,000 exemption 


Five thousand dollars of the amounts 
received under a qualified plan, by rea- 
son of the death of an employee and 
attributable to the contributions by the 
employer, is exempt from income tax, 
regardless of whether or not the dis- 
tribution constitutes a capital gain.é 
However, if the employee had a non- 
forfeitable (vested) interest in the 
amount distributed, immediately prior 
to his death, the entire amount payable 
must be distributed within one taxable 
year of the distributee, to qualify for 
the $5,000 exemption.7 


Gift tax 

The irrevocable designation by an 
employee of a beneficiary to receive the 
benefit under a plan, such as a survivor 
annuity or other benefit, constitutes a 
gift.8 Such designations usually become 
irrevocable at retirement. However, the 
Internal Revenue Code has recently 
been amended so as to exempt from 
gift tax such designations under quali- 
fied plans, except to the extent that such 
designated benefits are attributable to 
the employee’s own contributions.® 


Estate tax 

The death benefit under a qualified 
plan is exempt from estate tax if pay- 
able to a beneficiary other than the 
estate of the employee, except to the 
extent that it is attributable to contri- 
butions by the employee.!° Thus, if the 
employer contributed two-thirds of the 
cost and the employee one-third thereof, 
two-thirds of the death benefit is free 
of estate tax. And this exemption ap- 
plies as well to the proceeds of life in- 
surance from a pension or profit shar- 
ing trust.11 As life insurance proceeds 
at death are also exempt from income 
tax and gift tax, they are thus accorded 
the exceptional treatment of freedom 
from all Federal taxes. 

In the light of the tax framework out- 
lined above, let us now go on to some of 
the important considerations in planning 
benefits under qualified plans. 


Retirement distribution 


The attraction of capital gains treat- 
ment of lump sum distributions at re- 
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tirement is inducing many employees, 
especially executives in relatively high 


income tax brackets, to elect to take 
such distribution. Before making such 
an election, the employee should realize 
that the amount so received will, to the 
extent that he still owns the property at 
his subsequent death, be subject to 
estate tax. From the standpoint of estate 
tax economy, it will be better for such 
an employee to elect an option, if avail- 
able, to receive his retirement benefit 
over a protracted period, such as life 
and twenty years certain, 
balance distributable at his death will 
be entitled to tax exemption. 
Such balance, if payable in a lump sum 
at death, will still be entitled to capital 
gains treatment.12 Leaving the retire- 
would 


so that any 


estate 


ment fund at inierest, which 
leave the principal sum intact, will not 
serve this purpose, because the election 
of such an interest option will be re- 
garded the 
retirement fund by the employee at his 


retirement.13 With the same objective 


as constructive receipt of 


in mind, an employee who continues in 
employment after his normal retirement 
date should consider postponement of 
any pension payments, otherwise pay- 
able, until his actual retirement or prior 


death.14 


Estate should not be beneficiary 


A death benefit will not be entitled 
estate tax if it is 
payable to the estate of the employee.15 


to exemption from 


Furthermore, 
than the 


even if a beneficiary other 


estate is designated, such as 
the employee’s wife, her death before his 
will result in payment to his estate 
unless a contingent beneficiary has been 
designated. Unfortunately, this slight de- 
tail of proper beneficiary designation is 


being neglected by many employees. 


Estate of beneficiary 

A death benefit under a qualified plan 
will be exempt from estate tax to the 
extent that it is attributable to employer 
contributions. If it is payable to a bene- 
ficiary other than the employee's estate, 
it will, insofar as it serves to enlarge the 
estate of the beneficiary, be included in 


the taxable estate of the beneficiary. 


- Sec. 402(a) (2). Sec. 403(a) (2). 
402(a) (1). See. 72; LR.C. Sec. 403 
- Sec. 72 
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rT, 
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Reg. 1. 402(a)—(a) (4) (ii) (b); 
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I.R.C. Sec. 101 

( 
eg. 1.402 (a) —1 (a) (4) (iii). 
*LR.C. See. 101 (b). 

*LR.C. Sec. 101(b) (2) (B). 

*LR.C. Sec. 2511(a). 

*LR.C. See. 2517, as added by Sec. 68 of Techni- 

cal Amendments Act of 1958. 

 LR.C. Sec. 2039 (c¢). 
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And, so much of the death benefit as 
is payable to the employee’s estate or is 
attributable to the employee’s contribu- 
tions will be subject to more than one 
estate tax.16 

Such an increase in the taxable estate 
of the beneficiary can be avoided by 
the interposition of an appropriate trust 
to receive the death benefit. Such a trust 
can be either testamentary or inter-vivos. 
The latter have the advantage of being 
free of probate and administration ex- 
penses and in most jurisdictions, free 
from the claims of creditors, which at- 
tach to estate assets. There is consider- 
able danger that a payment to a testa- 
mentary trustee will be subject to claims 
of creditors and it will not qualify for 
estate tax exemption. 

Accordingly, the trust administration 
of employee death benefits may be best 
effectuated by an inter-vivos trust or 
trusts. Such trusts, which can be created 
with a nominal corpus, will be author- 
ized, among other things, to receive 
death benefits or other property that 
may be designated by the settlor and 
will contain the necessary and desirable 
provisions for the administration and 
disposition of the trust. 


Trusts 

Income tax, as well as other considera- 
tions, may indicate the desirability of 
using more than one inter-vivos trust. 
Income tax economies may thereby be 
effected both with respect to the re- 
ceipt of the death benefit payments and 
the income thereafter earned by the 
trusts. Thus, if there is more than one 
trust, and the trustees of each trust are 
designated to receive a portion of the 
death benefits, the resulting aggregate 
income tax to the several trusts will be 
smaller than if received entirely by one 
trust, in every case where the receipt of 
the payment is subject to ordinary in- 
come tax rates. Even in the case of a 
lump sum payment subject to capital 
gains rates, the tax will be smaller if 
the inclusion in income of one-half of 
the amount received by the respective 
trusts will result in an aggregate increase 
in income tax of less than the maximum 
25%, alternative capital gains rate. 
1 Reg. 20.2039—2(b). Example (3). 
12 T.R.C. Sec. 402(a) (2). Sec. 2403 (a) (2). 
13 Reg. 20.2039—-2(b). Example (4). 
14 Revenue Ruling 57—260. 
15 T.R.C. Sec. 2039(c). 
16 The credit for any tax on prior transfers, if 


the beneficiary dies within ten years after the 
employee, under Section 2013 of the Internal 


Revenue Code, is a reducing credit with the pass- 
ing of time, and is not available if the prior 
transfer qualified for the marital deduction. 

If the death benefit is subject to income tax in 
the hands of the recipient, as will be true of pay- 
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In addition, accumulation of trust in- 
come, where the law of the jurisdiction 
permits it, will result in income tax sav- 
ings. Where there is only one accumu- 
lation trust, the resulting income tax 
will ordinarily be lower than if the 
widow had directly received the death 
benefit and invested it; and accumula- 
tion by several trusts will further re- 
duce the income tax. 


Trust example 

The use of inter-vivos trusts may be 
illustrated by the case of an employee 
who is a member of a qualified employee 
plan and who has a wife and three in- 
fant children. He creates three inter- 
vivos trusts. The death benefit under the 
employee plan is designated to be paid 
to the three trusts in equal shares. The 
income of one trust is to go to his wife, 
and, after her death, to child A, either 
for life such distributions of 
principal to child A as may be desired. 
The wife will also be the primary in- 


or with 


come beneficiary of each of the other 
trusts, with remainder interest 
therein to child B and child C, respec- 
tively. The wife may be given a limited 
and non-taxable testamentary power of 
Discretionary powers to 
accumulate income and invade principal 
the 
various contingencies with respect to 
premature deaths and alternative bene- 


two 


appointment. 


can be provided and, of course, 


ficiaries will be covered. The separate 
trusts can be created in separate trust 
instruments or in one. Where separate 
trusts for members of an indeterminate 
such as the children 
surviving the trust 
ment will be preferable, providing for 
an equal division of the corpus into 
the death of the 


class are desired, 


settlor, one instru- 


separate trusts, at 
settlor, for such survivors. 

Eqvailly as important as tax saving is 
the 
vantages of trust administration of death 
benefits as compared with direct pay- 
ment. of the trust vehicle, 
whether or not it is indicated for tax 
reasons, be advisable or essential 
to provide those functions traditionally 
thought of in other 
types of assets. A lump sum payment of 


a consideration of possible ad- 


The use 
may 


connection with 


ments other than life insurance proceeds, the de- 
duction of the estate tax attributable to such 
death benefit, under section 691(c), will serve 
at best to recover only that portion of estate tax 
represented by the top income tax bracket of the 
recipient—and where the income is subject to 
capital gains rates, under Section 402(a), will 
result in recovery of a maximum of 25% of the 
estate tax. 

With respect to life insurance proceeds, which 
are subject to estate tax but not income tax, 
there will of course be no deduction for estate 
tax. 
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[Mr. Stock is a member of the New 
York City law firm, Ehrich Stock Vali- 
centi Leighton & Holland. This article 
is based on a paper written for the 
Spring 1959 issue of the Journal of the 
Society of Chartered Life Underwriters.] 





the death benefit carries with it the risk 
of dissipation or poor investment man- 
agement by the widow or other bene- 
ficiary. And, payment of the death bene- 
fit as an annuity or in installments does 
not provide flexibility and response to 
varying family requirements. 

On the other hand, a trust of the 
death proceeds can protect resources 
during periods when they may not be 
needed, and keep funds available to 
meet expected or emergency needs. Dis- 
positive powers with respect to principal 
and income and investment and other 
powers can be used to carry out the 


17 For example, a lump sum payment at retire- 
ment, rather than an annuity, may be inadvis- 
able for an executive with a substantial estate, 
because of the unnecessary augmentation of his 
taxable estate by the receipt thereof while living 
—even though such payment is subject only to 
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settlor’s purposes. Adequate provisions 
for trust remainders can be made, in- 
cluding, if desired, nontaxable powers 
of appointment to the widow. 

In this connection, the serious con- 
tingency of the death of the widow be- 
fore the children have grown up can be 
met, at least in its most critical phases, 
by a trustee with adequate powers. 

Perhaps the most important aspect of 
bringing up the question of trust admin- 
istration of death benefits is that it will 
often call attention to the lack of any 
planning for this substantial portion of 
the employee’s resources and serve as 
the focal point of a planned program. 
The planning with respect to the death 
benefits should be undertaken while the 
employee is still actively employed, be- 
cause the change of status at retirement 
will usually be accompanied by a serious 
loss of freedom of action.17 w 
capital gains rates. Similarly, an executive who 
continues in employment after his normal retire- 
ment date should consider postponement of any 
pension payments, otherwise payable, until his 


actual retirement or prior death. Revenue Ruling 
57-260. 





*xxEmployees may make reasonable vol- 
untary contributions to exempt employ- 
ees’ plan. The tax advantages provided 
under a qualified employees’ plan were 
extended to 
contributions by 


not intended to be un- 


limited employees 
made primarily to escape tax on the 
income earned on such funds. However 
where the purpose of permitting em- 
ployee contributions to a plan is to en- 
the 
Service will permit reasonable employee 
contributions. Accordingly it holds that 
an employees’ plan will not fail to 


courage savings by participants, 


qualify merely because it provides for 
voluntary contributions by employees of 
up to 10% of their compensation pro- 
vided employer contributions or the 
benefits are not geared to employee con- 
tributions. Rev. Rul. 59-185. 


Employee plan was savings, not profit- 
sharing; no deduction for forfeitable 
contributions. Taxpayer set up an em- 
ployee trust through which it in effect 
matched savings contributed by the em- 
ployees. In separate cases for different 
taxable years, a district court and the 
Tax Court found that the scheme was 
not one of the statutory plans for which 
deduction is allowed; it was not a pen- 
sion, annuity or stock bonus plan; it was 
not because 


profit-sharing matching 


would be required in the event of loss; 
and, since the employer’s contributions 
were . forfeitable under several contin- 
gencies, it cannot come under the gen- 
eral rule allowing deduction for nonfor- 
feitable contributions. This 
affirms. A profit-sharing plan must be 
geared to and dependent upon the 
existence of profit. Apparently the com- 
pany had deliberately set up this plan 
without regard to tax consequences—it 
had sought advance rulings on its pen- 
sion plan, but not for this one, and 
officials told IRS men that the plan was 
achieving the good will it was designed 
to create would be 
whether or not the contributions were 
deductible. Mississippi River Fuel Corp., 
CA-8, 4/23/59. 


court 


and continued 


Death benefit payments to stockholder- 
employees not deductible as compensa- 
tion. Taxpayer's stock was owned by 
some of its employees and pensioners. 
One of the restrictions on the stock was 
that, upon death of a stockholder, his 
estate was required to offer the stock to 
taxpayer at its par value of $20, which 
was considerably below the true value. 
The taxpayer adopted a plan of paying 
special death benefits to the estate or 
beneficiaries of the stockholders equal to 
the dividends over a five-year period that 


a 


would otherwise have been payable on 
the stock surrendered after the stock. 
holder’s death. The plan was discretion- 
ary with taxpayer and in at least four 
instances the special benefit was not 
paid. It deducted payments as 
compensation. The Tax Court found 
these payments were made to mitigate 


such 


the hardships to an estate caused by the 
sale of the stock at a price less than its 
true value. Since there was nothing 
in the record to show that the employees 
who were also stockholders, and who 
were the only ones entitled to the death 
benefits, rendered any special services, 
the court concludes that the payments 
were made in respect of the stock and 
could not therefore be deducted as com- 
pensation. This court affirms. Graybar 
Electric Co., Inc., CA-2, 4/13/59. 


Excess contributions can be carried over 
after termination of profit sharing trust. 
Taxpayer terminated its profit-sharing 
trust in 1948. In previous years it had 
made excess of the 
maximum that was allowable as a deduc- 
tion and sought to carry these excess 
contributions 


contributions in 


deductions in 
1949 and 1950. The Regulations pro- 
hibit carryovers to years after the termi- 


over as 


nation of the plan. However, the court 
holds the Regulations invalid and allows 
the deduction. The writer of the Regu- 
lations was misled by the fact that both 
the United States Code and the United 
States Code Annotated had in error in- 
cluded a section of prior law not in- 
cluded in the Revenue Act of 1942. 
Royer’s, Inc., CA-3, 4/7/59. 


*Self-imposed trust arrangement doesn't 
defer compensation. Taxpayer had been 
employed by Briggs and at the time 
Briggs sold much of its 
Chrysler, taxpayer went to Chrysler, too. 
He agreed to cancel his full-time em- 
ployment contract with Briggs and to 
act as consultant. The trust arrangement 
was adopted at taxpayer’s request to 
defer the receipt of the compensation. 
Since nothing remained to be done to 
establish taxpayer's right to the monies 
which were irrevocably placed in a trust 
for his exclusive benefit, the court holds 
the payments were constructively re- 
ceived by taxpayer in the years they 
were paid over to the trustee. The court 
distinguishes the Oates case, 207 F.2d 
711 by pointing out that the insurance 
agents and the company had a business 
reason for deferring payment of commis- 
sions. Drysdale, 32 TC No. 37. 
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Mills outlines topics 
for November hearings 


WHETHER OR NOT there will be substan- 
tial tax revision next year is, it now ap- 
pears, more a matter for the political 
experts than technical tax men. How- 
ever, one thing is certain—the House 
Ways and Means Committee is going to 
hold hearings in November on a broad 
spectrum of fundamental tax problems. 
Thus the stage will be set for revision of 
the law if the political portents and 
economic conditions favor it. In a re- 
cent statement Chairman Mills issued 
a list of subjects to be included in the 
study by the Committee of the oppor- 
tunities for constructive reform of the 
Federal income tax system. Chairman 
Mills also listed the major guide lines 
and criteria which will serve as a basis 
for study and analysis of the present 
Federal income tax. 


Outline of Study 

I. Major objectives of and guides for 
tax reform: 

\. Appraisal of the present Federal 
income tax system from the point of 
view of: 

1. Equity and fairness; 

2. Progression in the distribution of 
tax burdens; 

3. Allowing free play of the market 
in allocating resources; 

4. Providing a climate for growth; 

5. Ease of taxpayer compliance and 
administration of the law. 

B. Extent to which these objectives 
would be better served by Federal indi- 
vidual and corporation income taxes 
with broader, more uniform bases and 
lower rates than at present. 

C. Extent to which the Federal Gov- 
ernment should rely om individual and 
corporation income taxes or other kinds 
of taxes in the light of these objectives. 
Present tax base 

Il. Size and characteristics of the 
present individual and corporation in- 
come tax bases: 


A. Kinds and amounts of income not 
fully subject to ordinary income tax 
rates by virtue of exclusions, deductions, 
or special treatment. 

B. Size of individual and corporation 
tax bases if a workable definition of tax- 
able income meeting the standard of 
uniformity in tax treatment were fully 
implemented in the tax law. 

C. Extent to which tax rates could 
be reduced without loss in revenue, us- 
ing revised tax bases. 


Specific topics 

III. Specific features of the individual 
and corporation income taxes.—Among 
the topics which witnesses will examine 
are those listed below. This examination 
will be in the light of the criteria stated 
above: 

A. Individual income tax exclusions: 


Sick pay; 


ro 


Scholarships and fellowships; 


ye 


Income in kind; 


— 


Imputed rent and interest; 

5. Government transfer payments, 
such as unemployment compensation, 
workmen’s compensation, etc., other 
than retirement benefits; 

6. Other exclusions, including income 
earned abroad. 

B. Itemized deductions for personal 
expenses and standard deductions: 

1. Interest; 


2. Taxes; 


ge 


Medical expenses; 


> 


Contributions; 
Care of certain dependents; 
6. Casualty losses; 


or 


Other itemized deductions; 
Standard deduction. 
1. Treatment of family income: 

1. Per capita personal exemptions, in- 
cluding additional exemptions; 

2. Dependents’ income and exemp- 
tions; 

3. Joint 
wife and 


oe os] 


returns for husband and 
income splitting; head of 
household; the application of taxes in 
community property law States com- 
pared to common law States. 

D. Retirement income credit. 


Tax policy & legislation «+ 101 


E. Treatment of fluctuating income. 

F. Compliance and enforcement prob- 
lems: 

1. Under-reporting of interest, divi- 
dends, other types of property income, 
wages, salaries, etc.; 

2. Audit procedures and control, sim- 
plification of tax returns. 
individual and 
corporation gross income: 

1. Interest on State and local gov- 
ernment obligations, including public 
housing bonds and industrial develop- 
ment bonds; 


G. Exclusions from 


2. Other exclusions, such as income 
earned within United States possessions, 
income from discharge of indebtedness, 
etc. 


Business problems 


H. Business expense deductions: 

1. Depreciation; 

2. Depletion and exploration and de- 
velopment costs; 

3. Research and development costs; 

4. Other trade and business expenses, 
including entertainment expenses. 

I. Treatment of dividends. 

J. Treatment of capital gains and 
losses. 

K. Accounting provisions. 

L. Retirement and other employee 
benefit plans, public and private, includ- 
ing tax treatment of employers’ and em- 
ployees’ contributions, pension trust 
earnings, and benefits, stock options, etc. 

M. Special problems in corporation 
income taxation: 

1. Mutual financial companies (sav- 
ings banks and savings and loan asso- 
ciations); 

2. Cooperatives; 

3. Life and fire and casualty insur- 
ance companies; 

4. Companies earning income abroad; 

5. Business income of exempt organi- 
zations; 

6. Corporate distributions and adjust- 
ments; 

7. Corporations improperly accumu- 
lating surplus; 

8. Personal holding companies; 

9. Regulated investment companies. 

N. Other income tax problems: 

1. Income tax treatment of estates 
and trusts; 

2. Income tax treatment of partner- 
ships and partners. 

IV. Income tax rates: 

A. Individual income tax rates and 
rate structure. 

B. Corporation income tax rates and 
rate structure. * 








102 * 


The Journal of Taxation 


Barlow sees chance for US 
sales tax; cuts in income tax 


NoTING THAT SOME of the 
opponents of sales taxes have recent- 


strongest 


ly changed their minds and become 
supporters of a broadly based Federal 
excise, Joel Barlow, partner of the 
Washington law firm of Covington & 
Burling told a recent U. S. Chamber of 
Commerce meeting that in this he saw 
a real possibility that such a tax, long 
advocated by the Chamber, might pro- 
vide the Federal government with sufh- 
fundamental re- 
vision in the Federal income tax struc- 


cient funds to allow 
ture. “The most significant thing about 
our Federal tax structure today,” Mr. 
Barlow, chairman of the Chamber’s tax 
committee, said,” is its inadequacy and 
the reluctance of Congress to do any- 
thing really effective about it. 

Too much income tax 

“Why is our tax structure inadequate? 

“Passing for the moment the political 
reasons and implications, the plain fact 
of the matter is that we have relied so 
heavily on the income tax, that we have 
all but exhausted it as a fruitful source 
of revenue. Although there is plenty of 
gold in the foothills of the 22% to 50% 
brackets (at least for the time being), no 
one, least of all Congress, is disposed to 
take any of it away for very understand- 
able reasons: 

“First, as in the case of the top 
brackets, the rates in the lower brackets 
are already so high that they have a 
deterrent effect on individual initiative, 
saving and investment; 

“Second, beyond these deterrents 
there are even some hardships in the 
lowest brackets, and 

“Third as we all know, Congress, 
being understandably aware that most 
of the voters are in the lowest brackets, 
simply will not raise the only rates in 
the tax structure (except perhaps in the 
event of a wartime emergency) that 
would produce enough income tax rev- 
enue (at least short range) to cure the 
inadequacy and balance the budget. 
Congress has a great conviction that 
you can’t do anything if you don’t get 
elected. 

“What we are talking about is, of 
course, the basic and inherent problem 
of the democratic process. How does a 
Congressman tax his constituents to 
meet their spending wants and still get 
and stay elected? Congress has felt com- 
1913 to 
somewhat familiar and simple taxing 


pelled since about follow a 
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pattern’ which sooner or later must be 
changed! 

“First, to please the majority of the 
voters and make their increased taxes 
tolerable, the rich have been soaked 
with much higher and more steeply 
progressive rates under a concept (or 
slogan) labelled ability to pay, and then 

“Second, to please all the voters, in- 
cluding the rich, and to keep the high 
rates from being insufferable and break- 
ing down the self-assessment system, all 
kinds of relief provisions (good and bad, 
necessary and unnecessary) have been 
tacked on which erode the tax base and 
make the tax structure all the more in- 
adequate. 

“A low-rate non-discriminatory excise 
tax has been strenuously opposed as re- 
gressive because not grounded at all on 
the ability-to-pay concept of the income 
tax. 

“Just recently, though, there have 
been indications of a break in the ranks 
of the ability to pay school. More and 
more economists are recognizing that an 
excise tax is less damaging to work in- 
centives than a tax on income. An in- 
come tax exempts leisure and even lazi- 
ness, an excise tax only savings. 

“Professor Kenneth Galbraith, for ex- 
ample, in his best seller, The Affluent 
Society, does something of an about-face 
and urges a low-rate excise tax simply 
besause of the exigencies of our eco- 
nemic plight. He concludes that in such 
an affluent society as ours almost every- 
one can afford this relatively painless 
tax and it would not be the deterrent to 
economic growth we fear in increasing 
the steeply progressive income tax. 

“It is just possible, then, that we are 
on the verge of making a little progress 
toward a more adequate and equitabie 
tax structure; one that will encourage 
full economic opportunity. 

“Somehow, also, the word is getting 
around that an additional tax on that 
voteless and bloodless creature of the 
state, the corporation, does not really 
shift the individual tax burden at all. 
Either it falls on the consumer in higher 
prices or on the owner (usually of 
smaller businesses) in lower earnings, 
with all the deterrent effect of a higher 
individual income tax. 

“Hardly anyone doubts that the bil- 
lions of dollars of frozen security in- 
vestments, the present shortage of 
equities and the unusual pattern of re- 
cent stock market prices and activity are 
directly attributable to the deterrent 
effect of the 25% capital gains tax. 


“Next to unreasonably high tax rates, 
unreasonably low depreciation rates are 
our most serious tax problem. An un. 
realistic tax depreciation policy has 
made it impossible to modernize and re. 
place productive facilities. Our indus. 
trial plants have an unbelievably high 
degree of obsolescence. We have plenty 
of capacity in this country, but much of 
it is obsolete high cost capacity. 

“How can we give this more enlight- 
ened tax thinking and new turn of 
events a litthe momentum? 

“When will Congress stop backing 
and filling and face up to the obvious 
and unpleasant decision of revising 
existing rates and finding new tax 
sources? 

“What will enable the Ways and 
Means Committee and the Senate 
Finance Committee to go to the Con. 
gress and the voters with a realistic tax 
program that will stop inflation? 

“When will the public realize that 
under an inadequate tax structure they 
are paying the most insidious, harmful 
and unnecessary tax of all—inflation? 

“When will we stop confusing activity 
with accomplishment? 

“The answer is clear. When we estab- 
lish a nonpartisan Federal Tax Com- 
mission which will give Congress the 
objective data and support it needs to 
go to the people and ask for an ade- 
quate tax structure. Almost certainly 
this will mean a downward rate revision 
and new excise tax sources.” w 


Drastic changes to end tax 
privileges needed, CPA says 


REVISION OF the Internal 
Revenue Code and the abolition of 
special privileges, including the lowered 
rates on capital gains income, are need- 
ed to preserve the Federal taxing system, 
Michael D. Bachrach told the Thir- 
teenth Annual Tax Institute of Penn- 
sylvania CPAs recently. Mr. Bachrach is 
a CPA and a member of Bachrach, San- 
derbeck and Company of Pittsburgh. 
“Every thoughtful tax practitioner,” 
he said, “is becoming more and more 
aware that the numerous and growing 
inequities in our Federal income tax 
statutes are rapidly developing a public 
reaction akin to the one which char- 
acterized prohibition in the 1920's. The 
Congress, under pressure by various seg- 
ments of taxpayers, keeps writing more 
and more exceptions and special priv- 
ileges into the law. The taxpayers, prin- 
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cipally those in the high tax brackets 
(although many in lower brackets are 
developing the same fever), display as- 
tonishing ingenuity in finding schemes 
to dodge their tax burdens. The dissem- 
ination of advice on how to minimize 
tax or avoid it entirely has become a 
flourishing business. 

“Chiefly to blame are the absurdly 
high personal tax rates. Starting at 20% 
on the first $2,000 of net income (above 
exemptions) and rising sharply to 60% 
at $16,000, they climb finally to 91% at 
$200,000. No taxpayer can be criticized 
for objecting strenuously ot giving up 
more than half of any part of his in- 
come to the government. Small wonder 
that it has become legally and morally 
accepted by all classes of society that 
taxes should be avoided by any means 
short of fraud. The scramble for tax 
loopholes is one of the most absorbing 
pursuits in the country today. 

“The result is a vicious cycle similar 
to the wage-price inflation spiral. Con- 
eress enacts a law, loopholes are discov- 
ered, amendments are enacted to close 
the loopholes, more loopholes are 
opened by the new amendments, more 
amendments are enacted to close the 
new loopholes, more loopholes are dis- 
covered, etc., ad infinitum, ad absurdum. 

“It wasn’t so bad when the merry-go- 
round first started because the language 
of the tax law was simple enough and 
the rate of change slow enough to en- 
able tax practioners to keep up with it. 
However, rising tax rates have been 
characterized by a proportionate increase 
in the length of the taxing statute. Thus 
while the corporate tax rate has gone 
from 1% in 1913 to 52% in 1959, the 
tax law has likewise multiplied 52 times, 
from 18 pages in the Revenue Act of 
1913 to 936 pages in the present Internal 
Revenue Code. 

“During the intervening years the 
law has been amended almost every 
year, always in more complex language, 
so that by now it is a complete mystery 
to all except those whose business it is 
to work with it every day; and even they 
find it almost impossible to keep up 
with the dizzy pace and the complex 
mumble jumble. We in the United 
States have the dubious distinction of 
possessing the most fearfully complicated 
taxing system in the world.” 


Specific proposals 
To correct the unhappy situation Mr. 


Bachrach recommends the following: 
“The maximum individual tax rate 


should be reduced to 50%. The theore- 
tical loss in revenue will be $1 billion. 
The actual loss will be considerably less 
because much of the incentive for tax 
avoidance will be eliminated. 

“The corporation surtax rate should 
be reduced from 22% to 15%. This will 
make the maximum corporation rate 
45%. The loss in revenue will probably 
be another billion dollars, but the eco- 
nomic gain to the country, and ulti- 
mately to the U. S. Treasury, should be 
substantial since it will enable corpora- 
tions to retain more working capital and 
create more jobs. 

“If, and when, the individual rates 
are reduced to a 50% maximum, all 
special treatment of capital gains should 
be eliminated. They should be taxed the 
same as any other income. The gain in 
revenue will probably be substantial but 
over and beyond that, practically all of 
the more complicated sections of the 
Internal Revenue Code will be abol- 
ished. The case load in the United States 
Tax Court will be cut in half. There 
will be a saving of one million man 
hours per year in time spent by taxpay- 
ers, accountants and lawyers in the 
merry scramble to convert ordinary in- 
come into capital gain. There will be a 
marked improvement in taxpayers’ now 
deplorable attitude toward compliance 
with the law. 

“With the reduction in rates it be- 
comes feasible to treat taxpayers in the 
extractive industries on the same basis 
as any other taxpayers. As a compromise 
it may be necessary to allow percentage 
depletion for a limited period of time— 
say, the first three years of the life of the 
well or mineral deposit. In any event, 
the gain in revenue should be substan- 
tial. 

“The tax exemption of state and 
municipal bonds, a ‘haven for the rich,’ 
should be abolished. Interest from state 
or municipal bonds should be taxed the 
same as any other income. The gain in 
revenue should be substantial. 

“Taxpayers should be allowed to de- 
duct whatever amounts of depreciation 
are reasonable in the light of their ex- 
perience. Whatever depreciation is 
claimed in the tax return should also be 
shown on the books and in the taxpay- 
ers’ financial statements to stockholders, 
banks, federal agencies, etc. The burden 
should be on the Commissioner to prove 
that the depreciation allowance claimed 
by the taxpayer is clearly out of line 
with established industry practice. In the 
long rua such a policy will obviously 
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mean little loss in revenue, especially if 
depreciable assets no longer qualify for 
capital gains treatment. Two important 
advantages will follow: More money will 
be spent for capital improvements and 
this will have a beneficial effect on the 
economy; another million man _ hours 
will be saved each year in arguments be- 
tween revenue agents and taxpayers over 
proper depreciation allowances. 

“The provision for loss carrybacks and 
loss carryovers should be eliminated en- 
tirely. Instead, every taxpayer who sus- 
tains a net operating loss should be en- 
titled to an immediate refund in amount 
of 30% of the loss. The purpose behind 
this is twofold. First, it would eliminate 
the traffic in loss corporations and the 
many artificial mergers which are now 
being put into effect for the sole purpose 
of utilizing loss carryovers. Second, it 
would boost taxpayer morale by showing 
that a taxing system can work both 
ways, viz., payment of tax when profits 
are earned; a limited recovery when 
losses are suffered. 

“This recommendation is perhaps 
open to the objection that Uncle Sam 
should not be asked to subsidize incom- 
petence and inefficiency. It is debatable 
whether business men who occasionally 
suffer set-backs are necessarily incom- 
petent or inefficient, but that’s beside 
the point. If the direct subsidy approach 
is not palatable, we have two alterna- 
tives; either continue the present sys- 
tem, bad as it is, or else restrict net 
operating loss deductions solely to the 
business entity which suffered the loss. 
Any change of ownership (other than by 
death) should automatically result in for- 
feiture of the tax benefits of carryback 
or carryforward. 

“The time has come for a bold new 
approach toward the establishment of a 
sound Federal taxing system. The first 
and most important step is the reduc- 
tion in tax rates, both individual and 
corporate. This in turn will make pos- 
sible the elimination of special benefits 
to many groups of taxpayers. No one 
knows better than the practicing tax 
frustrating thing it is 
to work with the incomprehensible 
gobbledegook which makes up a large 
part of the Internal Revenue Code, won- 
dering all the time what loopholes we 
are overlooking which the other guy has 
discovered. Only when taxpayers are 
convinced that tax rates are not confis- 
catory and that everyone is getting equal 
treatment under the law will there be 
less avoidance and more compliance.” * 
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Do support trusts and gifts to custodians 


answer planning problems for the family? 


by JOHN J. RAYMOND 


Undoubtedly, there are many reasons why taxpayers are giving more attention to 


minors. Thus, some are concerned with making provision for their loved ones as a 


matter of general course, others are concerned with the high cost of college educa- 


tion, high income tax rates, and our present prosperity. Others have been prompted 


by professional advice from their lawyers, accountants and bankers. The “Model or 


Uniform Gifts to Minor’s Acts” adopted by all States except Illinois,1 have also 


encouraged parents to review the possibility of lifetime gifts to children. Mr. Ray- 


mond here considers these problems of providing financial support with particular 


attention to ways that will produce savings in income tax and estate tax. 


|* 1935, THE SUPREME CourT of the 
United States in the pioneering de- 
cision of Douglas v. Willcuts? made it 
clear that where the income of a trust 
is used to discharge a legal obligation of 
the grantor, the income of the trust is 
taxable to the grantor. This rule is now 
being applied by the Internal Revenue 
Service so that the obligation of support 
of minor children is treated in the same 
manner as any other legal obligation of 
the grantor. Income applied in discharge 
of such obligation of support is treated 
as income to the father rather than to 
the minor children. 

In view of the fact that a father has, 
in all jurisdictions, a legal obligation to 
support his children, care must be exer- 
cised in making any gift for a child in 
the form of a trust or otherwise, so as to 
avoid the income from the gift being 
taxed to a donor-father rather than the 
child. Thus, taxability may be avoided 
in some jurisdictions where the mother 
is the donor, as under local law she may 
not have the obligation to support the 
donee. 

In considering these general princi- 
ples, we must be concerned not only 
with the taxability of the grantor, who 
has a legal obligation to support the 
recipient of the income of the gift, but, 
because of the position taken by the In- 


ternal Revenue Service, a serious ques- 
tion arises with respect to the taxability 
of any person having a legal obligation 
to support the recipient of the income 
of the gift. For example, if D, the donor, 
creates a gift in trust for the benefit of 
A’s minor child and the income of the 
trust is used for the support of A’s child, 
A, under the Treasury Regulations, is 
taxable thereon. Although this Regula- 
tion, Section 1.662(a)-4 is, in the opinion 
of many, contrary to law and to the de- 
cided cases on the point,? we must face 
up to the fact that the Internal Revenue 
Service has taken this position. It is sig- 
nificant, however, that the Regulation, 
Section 1.662(a)-4, applies only to an 
amount paid pursuant to a will or trust 
instrument. The unfairness of the rule 
now being applied by the Internal -Rev- 
enue Service lies in the fact that an in- 
dividual may be taxed on the income of 
a gift even though he has no con:rol 
over the gift or the income, and has not 
received either. 


Use of short-term trust 


Armed with these warnings let us pro- 
ceed to examine a few types of gifts 
which might solve the problems of our 
clients in this field. First of all, there is 
the so-called reversionary type of trust, 
where a gift in trust is created and the 


income is either paid over annually for 
the benefit. of the minor child, or ac. 
cumulated to the end of the term of the 
trust. This is the so-called 10-year or 
Clifford-type trust. Only income is given 
away, and at the end of the term or at 
the prior death of the income benefici- 
ary, the corpus is returned to the grant- 
or. The grantor retains a reversionary 
interest, which is includible in his gross 
estate if he dies before the term ends, 
The income is not taxed in the return 
of the grantor, provided that the income 
is not used for support of a dependent 
of the grantor nor used to discharge any 
other legal obligation of the grantor, 
such as making payments on a mortgage 
on which the grantor is personally liable, 
If the income is not used for such sup- 
port or in discharge of any other legal 
obligation of the grantor but is accumu. 
lated and then distributed to the minor, 
significant income tax savings may well 
result. 

A question arises as to whether pay- 
ments from a 10-year trust should be 
made directly to a child who is the in- 
come beneficiary or to the child’s mother 
or other relative (not the father) who 
would then put the money in a savings 
account in the child’s name, U. S. bonds 
registered in the child’s name, shares of 
an investment trust or similar types of 
investment. Under such circumstances, 
use of the money for support could be 
avoided. Clients may object to this type 
of advice because they may anticipate 
misuse of the funds by a child as it is 
paid to him directly, or his demanding 
the funds if the money is placed in a 
savings account or invested in his name. 

A further problem arises with respect 
to capital gains, for, if the trust does not 
provide that the capital gains are dis- 
tributable to the minor, then such gains 
are taxable to the grantor even though 
he does not receive the proceeds of the 
sale. Since under Section 677(a)(2) the 
capital gain is held for distribution to 
the grantor, he is taxable on such gain 
This can be avoided by treating capital 
gains in the trust instrument as income 
rather than corpus. If, however, gains 
are to be allocated to income, the value 
of the gift for gift tax purposes may be 
higher because the gift may be treated 
as one of more than a 10-year income 
interest. 


An advantage of the short-term trust 
is that the income can be accumulated 
within the trust for distribution at an 
age beyond which there is no legal obli- 
gation of support by the grantor. Fur- 
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thermore, the five-year throwback rule 
will ordinarily not apply to this type of 
trust since distributions on termination 
of a trust are excluded from the appli- 
cation of the rule if termination occurs 
more than nine years after the date of 
the last transfer to the trust. 


Trust during minority 


Where both income and principal are 
to be subject matter of a gift, a trust 
qualifying under the requirements of 
Section 2503(c) may provide certain ad- 
vantages. This is the type of trust in 
which income is either paid out or ac- 
cumulated during minority, and, to the 
extent not expended, passes to the donee 
at majority and becomes part of his es- 
tate in the event he dies during minor- 
ity. It also taxes the income in the low 
brackets of the trust or of the minor 
child if the income is distributed. A 
further advantage lies in the fact that, 
if the income is accumulated and then 
distributed, the five-year throwback rule 
does not apply and this tax device of 
either accumulating income or distribut- 
ing it to the beneficiary may be fully 
utilized. 

It is suggested that the grantor not 
be the trustee in order to avoid tax- 
ability in the estate of the grantor.5 If 
the trustee has the power to distribute 
any part or all of the principal and the 
grantor is the trustee, the value of the 
trust may be includible in his gross es- 
tate as a transfer subject to a reserved 
power to alter, amend, revoke or termi- 
nate. An estate tax problem also may 
arise where the income of the trust may 
be used for the support of a dependent 
beneficiary. If the grantor-trustee has 
this discretion, then it may be held that 
under Section 2036 he has retained the 
possession or enjoyment of the right to 
the income of the trust. 


Trust beyond minority 

Where the grantor feels that the prin- 
cipal of the trust will not be spent for 
the minor’s benefit before reaching twen- 
ty-one, or where the donor is concerned 
about having the child receive the cor- 
pus at age twenty-one, it is suggested 
that the following type of trust be con- 
sidered. That is, that a trust be created 
with income distributed during the life- 
time of the child. It can be further pro- 
vided that the corpus be distributed 


?A Uniform Gifts to Minors Act, House Bill No. 
323, is pending in the Illinois legislature. 

*296 U.S. 1. 

8See Stern, 187 F.2d 43 (CCA 2d). 

*See Rev. Rul. 58-242. 

° Holmes, 326 U.S. 480; Lober v. U.S., 346 U.S. 


fractionally at different ages, such as, 30, 
35, and 40. If this is done, then the par- 
ent-grantor may make provisions which 
will guard against squandering of the 
principal by the child who has attaine‘l 
his majority. 

This type of trust preserves the annual 
gift tax exclusion, for the value of the 
income interest given the child will be 
treated as a present rather than a future 
interest if there is no , wer to withhold 
income from the child or to accumulate 
it.6 

If further protection is necessary, it is 
possible to accumulate income during 
minority or even to use the “sprinkle 
type” trust in which the trustee has the 
discretion to distribute among a class of 
beneficiaries. However, this will elimin- 
ate the use of the $3,000 annual gift tax 
exclusion, for the entire gift will be 
treated as a gift of a future interest.7 


Custodian laws 


The purpose in using a uniform or 
model gift statute or a custodian statute, 
as they are commonly known, is to pro- 
vide a method by which gifts can be 
made to minors by the transfer of assets 
to a custodian. Now the usual purpose 
in this type of gift is, in accordance with 
the statute underlying the privilege of 
making a gift, for the support, mainte- 
nance, education and benefit of the 
minor until he reaches his majority. At 
age 21 the minor receives all of the cor- 
pus and any accumulated income. This 
type of gift avoids the expenses of set- 
ting up a trust and the administration 
costs which are incurred under such a 
gift. 

However, it must be borne in mind 
that any gift made under a custodian 
statute must comply with the local law. 
Therefore, each adviser must carefully 
analyze the particular uniform or model 
gift statute in the particular jurisdiction. 
For example, under the uniform act an 
adult or a trust company may serve as 
a custodian, while ordinarily under the 
model act only the donzr, a guardian or 
a member of the minor’s family may 
serve in that capacity. Therefore, these 
restrictions in the model act may render 
matters a little more difficult, particular- 
ly where an independent 
might be preferable. Furthermore, under 
the model act you cannot ordinarily 
make gifts of money; it is usually re- 


custodian 


335. 

6 Rev. Rul. 58-242. 

7U. S. v. Pelzer, 312 U.S. 399. 

8 Helvering v. Stuart, 317 U.S. 154. 
® Rev. Rul. 366, 1957-2 CB 618. 

1° Douglass Estate, 143 F.2d 961. 
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stricted to gifts of securities. Under the 
uniform act adopted in several States, 
money may be the subject matter of the 
gift. 

The custodian statutes create a new 
hybrid form of property ownership. This 
is due to the fact that under the statute 
legal title in the assets vests in the minor, 
and this ownership is beyond any trus- 
tee-beneficiary relationship such as the 
Internal Revenue Service is trying to 
apply to the custodian statute. In effect 
the custodian is a new type of guardian 
with specific powers conferred upon him 
by a specific statute. 

A review of the tax effects of this type 
of transfer appears pertinent. In the first 
place, if the income is actually used to 
support the child, then this income may 
be taxable to the donor-father if such 
use is in satisfaction of the father’s legal 
obligation of support. In fact, it may 
also be taxable to the father when he is 
not the donor but where he is the cus- 
todian. To the extent not so used, the 
income should be treated like income 
from assets held in a guardianship and 
taxable to the child as income in such a 
guardianship would be. 

There is a further approach that the 
Internal Revenue Service might consider 
from the standpoint of income taxes. Let 
us suppose that a gift to a minor is con- 
summated under a custodian statute and 
the donor is also the custodian. Even 
though the income is not used but “may 
be” used for the support of the child, 
would it be possible for the Service to 
take the position that the custodian-par- 
ent is taxable on all of the income under 
the Stuart case? 

In the Stuart case there were several 
trusts created for the benefit of minor 
children and the Supreme Court of the 
United States held that this income was 
taxable to the grantor-father even 
though the income was not used for 
the support of the minor children. The 
predecessor of Section 677 was enacted 
into law in 1943, in order to limit the 
application of the Stuart rule to the par- 
ent, to the extent the income of the trust 
was actually used for the support of the 
minor child. However, Section 677 re- 
fers specifically to a trust and the ex- 
emption which 677 gives to a Stuart-type 





[Mr. Raymond, a member of the Michi- 
gan and Ohio Bars, practices in Detroit 
as a member of the firm of Raymond, 
Chirco & Fletcher. This article is based 
on a talk he gave at the recent Univer- 
sity of Miami Tax Conference.] 
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trust does not necessarily apply to a cus- 
todian-statute type of gift. Of course, 
the theory behind the custodian statutes 
is that the title to the transferred prop- 
erty vests in the child, not the custodian, 
and the income should be treated as the 
child’s own income. 


Estate tax problems 

The Internal Revenue Service has 
ruled such a gift is a present interest 
and therefore qualifies for a $3,000 an- 
nual exclusion as indicated in Rev. Rul. 
56-86. Yet, the Internal Revenue has also 
ruled that where the donor of this gift 
is likewise the custodian, the property 
will be included in the donor-custodian’s 
estate if he dies before the child becomes 
21.9 The Service refers to the similarity 
between the custodian statutes and 
trusts. The ruling goes on to explain its 
conclusion by stating that the power in 
over the custodian 
asset is similar to powers described in 
Section 2038(a)(1) of the Code. This 
Section estate 


a donor-custodian 


includes in the gross 
of a decedent, any property transferred 
by the decedent during his lifetime but 
subject to a power retained by the dece- 
dent to alter, amend, revoke or termi- 
nate the transfer. This ruling seems to 
be based upon the theory that the donor- 
custodian has made a transfer subject to 
a retained right to terminate. When 
making gifts of this nature, this ruling 
will have to be kept in mind, but the 
problem can be avoided by having one 
other than the donor act as custodian. 

Caution must, however, also be exer- 
cised in having the father of the minor 
child, although not the donor, act as the 
custodian. This caveat arises out of the 
fact that the Internal Revenue Service 
might hold that where the father is the 
custodian, he therefore possesses a gen- 
eral power of appointment under Sec- 
tion 2041. This might follow from his 
power to use the assets or the income 
therefrom to discharge his own obliga- 
tion of support, and therefore the assets 
would be taxable in the estate of the cus- 
todian-father. It has been argued that 
such a ruling would be contrary to the 
intent of the custodianship statutes, be- 
cause: (1) a parent-custodian does not 
really discharge his own obligations 
since such use would be illegal and he 
would be liable to the minor for reim- 
bursement, and (2) the use of the assets 
for the benefit of the minor arises out 
of operation of state law and not be- 
cause of any peculiar power of appoint- 


ment possessed by the father in his 
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Capacity as a custodian. 

Where the donor-father does not also 
serve as the custodian, it appears that 
he has not retained power or authority 
over the property since the discretion to 
use the income or the corpus is vested 
in another person as custodian. This 
conclusion is based upon a similar situa- 
tion in the field of trusts. This refers 
to the case where the grantor has vested, 
in a third party, the discretion to use 
income or principal for the support of 
the grantor’s minor child.1° 


Comparison of two types of gifts 


There are undoubtedly many uses for 
the so-called custodian statutes. They 
may be used in the conveyance of small 
annual gifts where the donor would like 
to eliminate the bothersome problems 
relating to transfers for minors. How- 
ever, care must be exercised in utilizing 
these statutes indiscriminately. Whereas 
it is true that the use of the trust device 
may be initially more costly and some 
expenses might be incurred in its admin- 
istration, it is felt generally that because 
of the flexibility in the trust device it 
is preferable to gifts by custodianship 
statutes. Thus, under certain of the 
statutes the gifts are limited in that 
they must be used for the support and 


maintenance, education and benefit of 
the minor child, but a trust may be 
created for an almost unlimited number 
of purposes. Furthermore, in some states 
narrow restrictions are placed upon the 
investment powers of the custodian, 
With the use of the trust device, inyest. 
ment powers can be limited if it is de. 
sirable, or they may be unlimited. In 
addition, by using the trust device, 
terminology can be so phrased as to 
prevent the use of the income of the 
trust for purposes of support, mainte. 
nance and education and thereby elim. 
inate income tax consequences to the 
donor parent altogether. The same js 
true in dealing with the estate tax. 
There are a few other limitations on 
use of the custodianship which should 
be noted. You cannot use property al- 


ready owned by the child, thus the donor 


must and can only make a gift of prop- 
erty which the donor presently owns, 
Furthermore, some state statutes, as in- 
dicated above, limit the type of corpus 
to securities. In addition, it may be im- 
possible to have a succession of custo- 
dians that would be acceptable to the 
donor because in many jurisdictions the 
statutes provide that in the event of the 
death of a custodian, a successor custo- 
dian is to be appointed by court. % 


New decisions: income taxation of trusts 


Estate administration for eight years up- 
held. Decedent died in 1946. All claims 
were paid by 1950 and the only sub- 
stantial action of the executor thereafter 
was the filing of a suit to quiet title to 
a piece of real estate. This suit was 
1954. The 
court holds that the estate was in process 
of administration until 1954. The in- 
come was not required to be distributed 
during this period and should be taxed 
to the estate, not to the beneficiary. 
Patton, DC Tex., 5/8/59. 


settled by compromise in 


Depletion available to trustee required 
to keep trust corpus intact. A testamen- 
tary trust, the income of which was 
mostly oil royalties, was required in an 
advisory proceeding in a state court to 
keep the trust corpus intact by retaining 
a reasonable amount of the current in- 
come for the purpose. The court holds 
that in view of the state court’s decision, 
the allowable deduction for depletion 
should be granted in full to the trustee, 





and no part is allowable to the income 
beneficiaries. Also, legal fees for drawing 
up a 20-year lease are held to be capital 
costs recoverable through depletion. 
Upton, 32 TC No. 29. 


Estate taxable on income going to char- 
ity under will of deceased beneficiary. 
Taxpayer was the estate of a wife who 
had left the residue of her estate to her 
husband. In the year he died the income 
of the wife’s estate went under his will 
to charity. However, the court holds that 
the wife’s estate is not permitted to ex- 
clude it as income permanently set aside 
for charity, “pursuant to the terms of 
the will creating” it. The income went 
to charity because of the direction of the 
husband’s will. Heath Estate, (Marquis, 
Ex.) Ct. Clms., 6/3/59. 


Trust distributions substantially in ac- 
cordance with will taxed to legatees. 


Distributions were made by a testa 


mentary trust to all the legatees sub- 
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stantially (but not strictly) as provided 
for in the will, and to the satisfaction of 
all interested parties. The beneficiaries, 
rather than the fiduciary, are held tax- 
able on the distributions since they re- 
ceived the sums under a claim of right 
which was fully acquiesced in by all the 
beneficiaries as well as by the local 
court in its decree of final distribution. 
Goldberg, TCM 1959-88. 


Stock was received as gift not inheri- 
tance; basis is donor’s. In determining 
gain on the liquidation of a corpora- 
tion, taxpayers Claimed as basis of their 


stock its value at the date of death of 
the grantor of a trust from which they 
had received it. The trust had been 
created in 1923 and apparently had been 
included in the taxable estate of the 
grantor. However, the court finds that 
the shares were not received as an in- 
heritance by the taxpayers (nieces of the 
donor) to whom they had been distrib- 
uted on the termination of the trusts 
upon the death of the life tenant (the 
donor’s sister). Consequently, their basis 
is determined under the rule applicable 
to gifts: basis for gain is donor’s basis. 
Bacciocco, DC Ohio, 5/21/59. 





New partnership decisions this month 


Capital gain on sale of right to partner- 
ship income (Old Law). A partnership 
engaged in construction reported its in- 
come on the completed contracts meth- 
od. At a time when the current con- 
contracts were about 75% 
completed, taxpayer-partner sold his 
partnership interest for $56,000 plus his 
capital account. The Commissioner con- 
tended that this $56,000 represented an 
advance realization of ordinary income 
of the partnership, taxable as ordinary 
income under the 1939 Code, although 
received on the sale of a partnership in- 
terest. The District Court upheld the 
Commissioner, considering the sale of 


struction 


the partnership interest a mere assign- 
ment of income. This court reverses. 
The income was not definitely ascertain- 
able at the time of the sale, and upon 
completion of the contract, the partner- 
ship might have suffered a loss. [The 
1954 Code taxes as ordinary income pro- 
ceeds of sale of a partnership interest 
allocable to unrealized receivables. It 
does not specifically cover the treatment 
of a receivable that might not be fully 
realized.—Ed.] Berry, CA-6, 6/1/59. 

Wives recognized as bona fide partners 
(Old Law). The wives of three taxpayers 
received gifts of corporate stock from 
their husbands and then upon receipt of 
their share of the corporation’s assets in 
liquidation voluntarily contributed them 
in 1943 to a partnership formed with 
their husbands. The court finds that 
they are bona fide partners for the years 
1944-1945. The capital contributed by 
wives (particularly the corporate in- 
ventory and unfilled orders) were es- 
sential to the continued operation of the 
business and a material income-produc- 
ing factor. [Since 1951 the code has con- 


tained specific tests to determine the 
validity of a family partnership.—Ed.] 


Tax year of partnership does not end 
at death of member (Old Law). The 
tax year of each of two New York part- 
nerships are found not to have termi- 
nated at the death in 1944 of taxpayer, 
a partner, and no part of the income 
of each partnership from the beginning 
of its tax year to the date of death is 
held includible in the decedent’s final 
return. The decedent’s estate is required 
to include the income for the full 12- 
month period of each partnership. The 
court notes that the appeals courts are 
not in agreement but points out that it 
has previously held that a partnership 
year did not terminate when the estate 
continued as a partner. [The 1954 Code 
contains specific rules for the termina- 
tion of a partnership year as to the de- 
ceased partner and the surviving ones. 
—Ed.| Ollendorff, TCM 1959-55. 


Recomputation of income from partner- 
ship. The two taxpayers were in partner- 
ship with a third brother in a wholesale 
fountain pen business. One of the tax- 
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payers, who had a 70% interest received 
side payments from customers of “royal- 
ties” totaling $253,000 in addition to the 
invoice price which was paid direct to 
the partnership. He also received from 
the partnership $10,000 in excess of his 
proportionate share of partnership 
profits over a three-year period. The 
Tax Court held that the “royalties” were 
partnership income rather than indi- 
vidual income. This court affirms. Dis- 
tributive shares of partnership income 
must be allocated to partners whether or 
not distributed to them, and whether or 
not they were aware of such income. 
The court also affirms the Tax Court's 
finding that the excess payments were 
salary to the recipient partner, since no 
other explanation was offered. Starr, 
CA-7, 5/20/59. 


Partner can’t deduct loss in excess of 
basis (Old Law). Taxpayer was a mem- 
ber of a construction partnership; sal- 
aries were payable to three partners and 
the net after salaries divided among all 
five. The total capital contributed had 
been less than $2,500, the work being 
financed by construction loans. For the 
year 1952 taxpayer had a salary of about 
$50,000, his share of the loss was about 
$27,000. The court holds the full salary 
taxable as received under claim of right. 
It limits the loss however to the capital 
invested. It cites its decision in Lloyd, 
15 BTA 82, which treated similar losses 
because of partners’ salaries as return of 
capital. The new question here pre- 
sented, of losses in excess of capital, it 
answers by saying such losses cannot be 
deducted, noting that it had no informa- 
tion on the partner's liability on the 
bank loans. [Under the 1954 Code guar- 
anteed salaries to partners are treated 
as an expense and, while a partner may 
not deduct losses in excess of his basis, 
the basis is increased for his share of 
partnership liabilities.—Ed.] Stout, 31 
TC No. 124. 
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Baltimore case doesn’t mean end of 


ad taxes; valid levy could be made 


by LEE SILVERSTEIN 


Though the Baltimore taxes on advertising were repealed after a year and were held 


invalid for the year they were on the books, the dramatic circumstances of their 


imposition, the vehemence of the opposition to them and the interest of other 


hard-pressed cities and states in this possible new source of revenue made them head- 


line news all over the country. Professor Silverstein here analyzes the record in the 


case which decided the unconstitutionality of the taxes and concludes that the deci- 


sion is properly construed in only the narrowest terms. He believes that a close 


reading of the Supreme Court cases bearing on this problem shows that a care- 


fully drafted city tax could be laid on advertising as part of a general sales tax, 


as a selective sales tax on advertising, or as a tax on the privilege of advertising. 


ce MASSIVE defeat of the Baltimore 
taxes on advertising should not give 
advertisers and tax practitioners con- 
cerned with state and local taxation a 
false sense of security. While the de- 
feat was overwhelming, it was a com- 
bination of public relations (not to say 
propaganda), local economics and _ poli- 
tics that led to its repeal, and weak- 
nesses of legal draftsmanship that made 
the Court of Appeals of Maryland, the 
highest court of that state, in the case of 
City of Baltimore v. A. S. Abell Co.,) de- 
clare related 
taxes were enacted by the City of Balti- 
more. The first tax was a levy of 2% 


it unconstitutional. —Two 


upon the gross receipts from the sale of 
advertising space or time. The second 
tax was a Sales or excise tax of 4% upon 
the sale price of such space or time, a 
tax intended to be paid by advertiser 
rather than by the medium of advertis- 
ing. The court voided both taxes be- 
cause they were infringements upon 
freedom of speech and press under both 
the Federal and state constitutions and 
because they fell much more heavily 
upon newspapers, radio, and television 
than upon other media of advertising. 
It is important to note that because of 
the peculiar fact situation presented in 
the record, the court rested its decision 


not merely upon infringement of free- 


dom of speech and press but upon this 
ground plus denial of equal protection. 

This comments on the case 
primarily from the point of view of the 
second tax, the 4% excise tax. 

The City of Baltimore, like many 
other municipalities and many states, 
has been seeking new sources of revenue. 
In the fall of 1957 the mayor of Balti- 
more proposed the two taxes involved in 
this suit.2 Council enacted the necessary 
ordinances on November 15, 1957, to 
take effect January 1, 1958. Within ten 
days after the ordinances were enacted, 
two suits were filed in the Circuit Court 
of Baltimore City to enjoin the city from 
collecting both taxes. One suit was filed 
by A. S. Abell Co., publishers of the 
“Sunpapers,” two of the three large 
dailies and one of the Sunday news- 
papers; and the other suit was filed by 
the Hearst interests, who were pub- 
lishers of the other newspapers and 
owners of WBAL television station. The 
complainants urged six grounds of in- 
validity; infringement of freedom of 
speech and press guaranteed by the 
Federal and state constitutions; inter- 
ference with interstate commerce; denial 
of equal protection; violation of sub- 
stantive due process, in that the ordin- 
ance was arbitrary, capricious, etc.; vio- 
lation of substantive due process in that 


article 


the ordinances were too vague and in. 
definite; and exceeding the 
powers of the city. 


charter 


While these cases were pending in 
Circuit Court, the opponents of the 
taxes were doing several other things to 
overthrow or minimize them. The neys. 
papers undertook a vigorous campaign 
against the taxes, reporting that part- 
ly because of them many businesses were 
leaving the city for the suburbs or for 
other states. The taxes soon became so 
unpopular that the mayor himself asked 
Council to repeal them as of December 
31, 1958, which Council promptly did. 
In addition, the opponents of the taxes 
succeeded in having the General Assem- 
bly of Maryland enact a statute for- 
bidding municipalities to levy such 
taxes, effective January 1, 1959. Many 
advertisers, especially those from outside 
the state, refused to pay the 4% tax at 
all, apparently preferring to await the 
outcome of the litigation. The radio and 
television stations, apparently relying on 
Fisher's Blend Station v. State Tax Com- 
mission,® argued to the city that their 
business was largely interstate commerce 
which could not constitutionally be 
taxed by the city. In response, the city 
solicitor’s office advised the city treasurer 
by letter dated January 26, 1958, that 
he should exclude from the operation 
of both taxes sales of advertising time 
on interstate network broadcasts and 
sales of national spot advertising. The 
effect of these exclusions was to leave 
the newspapers paying a disproportion- 
ately large share of the 2% tax and the 
newspaper advertisers paying a similar 
share of the 4% taxes. 


Proceedings in the Circuit Court 


At the hearing the newspapers ad- 
duced important testimony inter alia on 
the question of equal protection. A 
witness for A. S. Abell Co., stated that 
according to his computation 41% of 
the dollar volume of advertising done in 
Baltimore was not subject to either of 
the taxes. This figure included direct- 
mail advertising, 19%; point-of-purchase 
advertising, 13%; and consumer mags- 
zines and Sunday newspaper supp!e 
ments, 10%. (Point-of-purchase advertis- 
ing includes signs on doors, on or in 
windows of retail store organizations 
and similar material within the stores 
It includes colored light displays in 
front windows, counter displays, and 
wall displays.) Additional testimony 


showed that the taxes were much more 
burdensome upon newspapers and their 
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advertisers than upon other media and 
their advertisers, but the Court of Ap- 
peals in its opinion did not rely upon 
this discrepancy. Both the Circuit Court 
and the Court of Appeals relied heavily 
upon the other testimony of this wit- 
ness in declaring the taxes unconstitu- 


tional. 


Incidence of tax 


Testimony as to the economic shift- 
ing and incidence of the taxes was con- 
tradictory. A witness for a large depart- 
ment store testified that his store had 
reduced its advertising budget for 1958 
by 6%, because the store expected to 
pay not only the 4% excise tax, but the 
90 tax as well, since the latter would 
be shifted to it in the form of higher 
rates for advertising space. He also 
asserted that it would be impossible for 
the store to pass on the increased cost 
to customers. On the other hand, a wit- 
ness for some of the newspapers took the 
position that newspapers would have to 
pay both taxes, and on appeal A. S. 
Abell Co. argued this point rather force- 
fully. Both the Circuit Court and the 
Court of Appeals agreed with the news- 
papers and held that the 4% tax as 
well as the 2% tax was a limitation on 
freedom of the press. Yet the evidence 
in the record on this point is not very 
convincing. The city showed that the 
newspapers had previously raised their 
advertising rates because of various 
items of increasing cost and that the re- 
tail stores had been able to absorb these 
increased costs along with others, since 
the merchants were increasing their 
prices during the same period. Possibly 
an economist might have testified for 
the city that the newspapers would ulti- 
mately shift to their advertisers the 2% 
tax as well as the uncollectible por- 
tion of the 4% tax, but the city did not 
call any witnesses. 

The long and well-written opinion of 
the Circuit Court need not be reviewed 
here because it was essentially the same 
on all points as the opinion of the 
Court of Appeals. After having decided 
the question of freedom of the press 
and equal protection, neither court 
thought it was necessary to decide the 
other questions raised in the pleadings. 


Court of Appeals decision 


Although the briefs of the parties 
covered all the legal questions raised in 
the original pleadings, the principal 
emphasis in oral argument was on free- 
dom of speech and press; and most of 





the court’s questions dealt with this 
issue. In- its conclusion that the 2% 
gross receipts tax was urconstitutional as 
applied to newspapers, radio, and tele- 
vision the Court of Appeals was on firm 
ground. It relied principally. upon 
Grosjean v. American Press Co.,4 in 
which the Supreme Court had declared 
unconstitutional a Louisiana license tax 
on certain newspapers; the tax consisted 
of 2% of gross receipts. In the Grosjean 
decision the Supreme Court reviewed 
the history of taxes on newspapers and 
on advertisements prior to the Bill of 
Rights, demonstrating that the authors 
of the Bill of Rights definitely had in 
mind such taxes as well as other forms 
of control over the press. 

But what about the 4% excise tax? 
Here the Court of Appeals was not on 
such firm ground. In treating both taxes 
together the court simplified the prob- 
lem considerably, yet it appears that a 
separate consideration of the two taxes 
might have been preferable. Consider 
the steps in the court’s reasoning. The 
first step was to accept without question 
the testimony that the economic inci- 
dence of the 4% tax was upon the news- 
papers and not the advertisers. The 
court then cited several authorities to 
the effect that the courts will look at the 
ultimate incidence of the tax rather 
than its nominal or immediate inci- 
dence. One cannot quarrel with this 
proposition. 


Equal protection 


The next step in the court’s reason- 
ing was to accept the argument of the 
appellee newspapers that the 4% tax is 
not imposed upon the whole advertising 
industry in Baltimore, some 41% being 
excluded from the application of the 
Tax. (The 41% comprises advertising 
by direct mail, point of purchase, con- 
sumer magazines, and Sunday magazine 
supplements distributed with the Sun- 
day newspapers.) Although the record 
supports this statement, it is misleading 
insofar as it implies that the tax is dis- 
criminatory because it does not apply 
to the whole advertising industry. But 
the tax was not imposed upon the pub- 
lication of advertising, but only upon 
the transaction of sale of time or space 
for advertising. A transaction of sale is 
necessary for the application of any 
sales or excise tax. Once the city had 
chosen to tax the sale of advertising, it 
was inevitable that the tax would not 
apply to the mere use of advertising on 
the advertiser’s own premises or by 
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direct mail, unless such forms of adver- 
tising were purchased by the advertiser 
from another person. This is the same 
principle which exempts the farmer who 
grows his own food from the sales tax 
paid by his neighbor who purchases his 
food. This difference is inherent in the 
situation and does not constitute dis- 
crimination of the kind forbidden by 
the equal protection clause. As for the 
consumer magazines and the Sunday 
supplements, the situation is somewhat 
different. The ordinance applied to 
“each and every sale of space in any and 
all newspapers, magazines, periodicals, 
programs, directories, and other printed 
matter published in the City of Balti- 
more which space is used for or in con- 
nection with advertising or advertising 
.’ The contract for the 
placing of the advertisement is made be- 
tween the magazine or supplement pub- 
lisher and a large national advertiser or 
its agency. Both parties are usually lo- 
cated outside the state. The consumer 
magazines are printed outside the state 
and mailed direct to the subscribers. 
Thus the contact is so slight that a tax 
on the sale of the advertising might well 
be void on due process grounds. With 
the Sunday supplements the situation is 
little better. The supplements are 
printed outside the state and shipped to 
the local newspaper several days in ad- 
vance of the time of printing the Sun- 
day edition. Then a copy of the sup- 
plement is inserted in each copy of the 
newspaper and is distributed as a part 


purposes. 


of it. If this process of inserting and 
distributing the supplement constitutes 
publication within the meaning of the 
ordinance, then the tax should apply, 
but there is still a serious question of 
due process. Perhaps this part of the tax 
would be sustainable by analogy to the 
use tax cases,5 since the advertising is 
sold outside the state for use in the state. 

In sum, the ordinaice did not seek to 
tax the use or publication of advertis- 
ing within the city, but only the sale of 
advertising. This seems a_ reasonable 


1145 A.2d 111 (Md. 1958). 

2 Rumor has it that the mayor was angry at the 
newspapers because of their criticism of his ad- 
ministration’s proposal for a sewer tax and of 
the administration’s previous repeal of the pro- 
vision exempting machinery and inventory from 
the personal property tax. 

$297 U.S. 650 (1936). The Court there held un- 
constitutional as a burden on interstate com- 
merce an occupation tax of the state of Wash- 
ington measured by gross receipts from radio 
broadcasting. The Court emphasized the fact that 
many of the station’s listeners were in other 
states. 

4 297 U.S. 233 (1936). 

5 Henneford v. Silas Mason Co., 300 U.S. 577 
(1937); Southern Pacific Co. v. Gallagher, 306 
U.S. 167 (1939); Nelson v. Sears, Roebuck & Co., 
312 U.S. 359 (1941). 
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with permission. The original contains 
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classification under the equal protection 
cases.6 Therefore one may question the 
court’s conclusion that the ordinance 
unfairly discriminated against certain 
media of advertising.? 

Although the court in its statement of 
facts reported the wide difference in 
the percentages of the taxes paid by the 
newspapers on the one hand and by the 
radio and 
other, the court did not advert to this 
point in discussing discrimination in the 
application of the two taxes. This could 
hardly have been an oversight. The diff- 
culty was that because of the commerce- 


television stations on the 


clause problem the city had excused the 
radio and television stations from both 
taxes as to sales to interstate advertisers.§ 
On appeal the Baltimore News-Post and 
Station WBAL, its affiliate, urged that 
even with this exemption, the taxes were 
still an unconstitutional burden 
The court 
it unnecessary to consider this question 


upon 
interstate commerce. found 
in reaching its decision, but the question 
remains in the background, and it would 
become important if such taxes were up- 
held against other constitutional objec- 
tions.® 


Freedom of speech 


The final step in the court’s reasoning 
as to the 4% tax was to follow the 
Grosjean case as controlling authority 
for the proposition that such a tax in- 
fringes freedom of speech and press. To 
be sure, the court recognized that a tax 
may constitutionally be imposed on 
either gross receipts or the sale of ad- 
vertising where such a tax is part of a 
general scheme of taxation, such as a 
general gross receipts tax on all busi- 
nesses or a general sales tax. This is in 
accord with a dictum of the Grosjean 
case, and with other cases cited in the 
opinion in the instant case. Such taxes 
are fairly common, and they seem to be 
growing in popularity as state and local 
governments seek new sources of rev- 
enue. But the court, presuming to follow 
Grosjean, held that the two taxes chal- 
lenged in this case were not general 
taxes but special taxes which are “single 
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in kind” and which were invalid because 
they fell almost entirely upon the news- 
papers and the radio and television sta- 
tions. Here the court was extending 
Grosjean in two ways. The Grosjean 
case said, at p. 250: “It is not intended 
by anything we have said to suggest 
that the owners of newspapers are im- 
mune from any of the ordinary forms of 
taxation for support of the government. 
But this is not an ordinary form of tax, 
but one single in kind, with a long his- 
tory of hostile misuse against the free- 
dom of the press.” 

Here the phrase “single in kind” 
refers to the unique nature of the 
eighteenth-century taxes on newspapers. 
But in Abell the court took the phrase 
out of context and used it in an entirely 
different sense, to refer to equal protec- 
tion. Secondly, Grosjean applied only 
to a tax measured by gross receipts, al- 
though eighteenth-century taxes on ad- 
vertisements were also mentioned in the 
opinion. But the Maryland court used 
Grosjean as controlling authority for 
the second kind of tax as well as the 
first. Neither of these two extensions 
of Grosjean seems justified. As to the 
first, it need only Le said that Grosjean 
was decided entirely on the basis of free- 
dom of speech and press and not equal 
protection, as the Maryland court itself 
recognized elsewhere in the opinion. 


Colonial newspaper taxes 


As to the second extension, the Mary- 
land court apparently assumed without 
discussion that where a tax is imposed 
upon the sale of advertising, and that 
where the tax incidentally diminishes 
the revenues of a newspaper or of a 
radio or television station, then such a 
tax is void because it is like the taxes 
imposed on advertisements in the 
eighteenth century. This is quite a lot 
to assume with discussion. The 
modest advertisements of the eighteenth 
century are quite different from the full- 


even 


page spreads of today and extremely 
different from the nation-wide television 
“spectacular.” How much advertising 
did the eighteenth century shopkeeper 
buy as compared with the modern de- 
partment store? What proportion of his 
budget did the eighteenth 
tobacconist spend for advertising as com- 


century 


pared with the modern cigarette manu- 
facturer? What proportion of the gross 
national product is presently spent for 
the purchase of advertising? Is the pro- 
portion increasing? A court should con- 
sider these kinds of questions before it 


decides whether the first amendment for. 
bids taxation upon the sale of advertis. 
ing. Did the authors of the first amend. 
ment intend to insulate from taxation 
the vast amounts of advertising which 
appear in our modern daily newspapers? 
And what about advertising on radio 
and television? While these media do 
perform a function of purveying news 
and forming public opinion, it is at 
least arguable that as compared with the 
newspapers, these functions are less im- 
portant in relation to their primary 
function of providing entertainment, 
hence that the sale of advertising on 
radio and television may more readily 
be taxed without infringing freedom of 
speech and press. 


Modern advertising 

_ The large advertiser usually seeks a 
mass market, a market which is made 
possible partly through public expendi- 
tures by state and local governments for 
such things as highway, police and fire 
protection, education and public trans- 
portation systems. As a matter of fiscal 
policy the state or local government is 
justified in asking the advertiser to con- 
tribute to these government. 
Is the sale of advertising space or time 
essentially different from the sale of 
other goods and services, so that the 
sale of advertising may not be taxed 
except as part of a general sales tax? 
Selective excises are recognized on such 
items as beer, soft drinks, cigarettes, 


costs of 


gasoline and admissions, and all sorts 
of occupations are subjected to annual 
license fees in various cities and states. 
Should the freedom of the news media 
from taxation of their gross receipts 
carry along with it a freedom to sell 
advertising without tax? If the ordinary 
citizen may be required to pay a sales 
tax when he purchases food, clothing, 
and other necessities of life, why should 
the businessman be excused from a 
similar tax when he purchases advertis- 
ing, which is merely a business expense 
and not a necessity of life?! Moreover, 
the businessman may deduct the amount 
of the local tax in computing his federal 
income tax, so that the burden of the 
local tax is somewhat reduced. 

The court’s holding as to the 4% tax 
may be read either narrowly or broadly. 
Under the narrow interpretation the 
opinion holds that this tax was void not 
because it reduced the revenues of the 
new media, but because it did so with- 


out taxing the 41% of the advertising 
which was carried on by direct mail, 
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etc! The fallacy in this conclusion has 
already been demonstrated. Under the 
broad interpretation the opinion seems 
to say that no excise tax on the sale of 
advertising by news media can be valid 
except as part of a general sales tax on 
virtually all goods and services.12 The 
implications of this interpretation are 
disturbing for two reasons. First, the 
opinion seems to give the advertising 
industry a preferred place over other 
forms of enterprise and to give business- 
men the right to buy advertising time or 
space without paying a sales tax where- 
as the purchase of other goods and serv- 
ices is taxable. Secondly, the opinion, if 
accepted as good law in other states, will 
preclude states and municipalities from 
imposing an excise tax on the sale of 
advertising except as part of a compre- 
hensive sales tax. This will either de- 
prive these taxing bodies of a valuable 
potential source of revenue or at best 
will make the state or local system of 
taxation less flexible than otherwise. 


Tax that would be valid 


The important question which the 
A. §. Abell case poses is whether a state 
or municipality may tax advertising 


without running afoul of the first 


amendment. The correct answer appears 
to be a qualified yes. Basically there are 
three possibilities: a general sales tax; 
a selective tax on the sale of advertising; 
and a tax on the privilege of advertising. 
The general sales tax would include 
taxation of the sale of advertising along 
with taxation of the sale of other goods 
and services in a comprehensive scheme 
of taxation.13 The selective tax on the 
sale of advertising is the kind of tax held 


Actually, the Supreme Court has rarely struck 
down state taxation as repugnant to the equal 
protection clause. Sholley, Equal Protection in 
Tax Legislation, 24 Va. L. Rev. 229, 388 (1938); 
Tussmann and tenBroek, The Equal Protection 
of the Laws, 37 Cauir. L. Rev. 341, 368-69 (1949). 
Very flexible classification and differentiation be- 
tween taxpayers is permitted. Legislative Refer- 
ence Service, Library of Congress, The Constitu- 
tion of the United States of America, 1147-53 
(Corwin Ed. 1953). 

7145 A.2d at 118-19. The court does not mention 
the equal protection clause by name, but this 
part of the opinion cannot be explained except 
on this principle. The question of equal protec- 
tion was clearly raised by the pleadings and was 
strongly presented in the appellate briefs. It was 
also argued that the tax violated Art. 15 of the 
Maryland Declaration of Rights, which provides, 
inter alia, that all taxes “shall be uniform as to 
land within the taxing district, and uniform 
within the class or sub-class of improvements on 
land and personal property which the respective 
taxing powers may have directed to be subjected 
to the tax levy. .. .” This article appears to be 
inapplicable to a sales or excise tax. 

*City solicitor’s office letter of January 26, 1958 
discussed previously. 

* Fisher’s Blend Station v. State Tax Commission, 
297 U.S. 650 (1936), struck down a state occu- 
pation tax measured by the gross receipts of a 
radio station, since many of the station’s listen- 
ers were in other states. This case was distin- 
guished in Western Live Stock v. Bureau of Rev- 
enue, 303 U.S. 250 (1938), where the Court up- 
held a gross receipts tax imposed by New Mexico 
upon a monthly trade journal, despite its objec- 


void in the Abell case. If one reads the 
Abell opinion according to the narrow 
interpretation suggested previously—and 
it is submitted that this is the correct 
reading—the case can be readily dis- 
tinguished or limited, since the court 
misunderstood the nature of the 4% tax 
and misapplied the Grosjean case. Thus 
Abell is left as good authority only as to 
the 2% gross receipts tax. In the draft- 
ing of a statute or ordinance imposing a 
tax on the sale of advertising, the follow- 
ing suggestions may be helpful: (1) The 
statute should make it clear that the 
theory of the tax is to reach only the 
sale of advertising and not the mere use 
of advertising, as by direct mail. (2) It 
would be better if the sale of advertis- 
ing is not singled out for taxation but 
rather bracketed with sale of compar- 
able commercial and professional serv- 
ices to businessmen, e.g. photography, 
job printing, engineering, general cori- 
tracting, market analysis, credit reports, 
and time and motion studies. (3) The 
rate of taxation should be the same 
among the sales of different things being 
taxed; or, if the rates are different, 
there should be a good reason for the 
difference. (4) While interstate business 
may be required to pay a fair share of 
local costs of government, the tax must 
not be a burden on interstate com- 
merce.14 Also there must be significant 
local contracts with the transaction of 
sale in order that the state may satisfy 
the minimum requirement of substan- 
tive due process. (5) For reasons of pub- 
lic administration as well as the con- 
venience of the taxpayer and the ad- 
vertising medium, small sales should be 
exempt, such as classified advertising 
tions that most of its advertisers and subscribers 
were in other states. The trend of more recent 
cases is to uphold state taxation where there is 
sufficient local contact with the interstate busi- 
ness and where the cumulative effect of separate 
taxation by several jurisdictions would not be 
unduly burdensome. See McGoldrick v. Berwind- 
White Coal Mining Co., 309 U.S. 33 (1940); Ott 
v. Mississippi Barge Line Co., 336 U.S. 169 
(1949); Braniff Airways v. Nebraska, 347 U.S. 
590 (1954). But sales, use, and property taxes 
have fared better than gross receipts. Adams 
Mfg. Co. v. Storen, 304 U.S. 307 (1938); Free- 
man v. Hewit, 329 U.S. 249 (1946). Surely a 
gross receipts tax measured by the number of 
listeners or subscribers in the taxing jurisdiction 
would be upheld. Also a tax upon the sale of 
advertising, where the advertising is published 
within the taxing state, would probably be up- 
held. See Hartman, State Taxation of Interstate 
Commerce; note, State Taxation and Interstate 
Commerce, 54 Cotum. L. Rev. 261 (1954). In 
general the law is not entirely clear on this sub- 
ject. Menard, State Taxation of Interstate Com- 
merce: From Form to Substance and Back Again. 
18 Onto St. L. J. 9 (1957). 

19 Many of the states and municipalities which 
have sales taxes apply them to the sale of food 
in grocery stores or restaurants or both. 

1 This passage found at 119 in the Abell case 
reads: ““We do not hold that every tax imposed 
upon the newspapers or the stations, or the pro- 
ducers of revenue to the newspapers and the sta- 
tions, that may incidentally affect the power of 
such media to collect and disseminate news be- 


cause of reduced revenue is violative of the free- 
doms guaranteed by the First Amendment; but 
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which costs $5 or less.15 

The third possibility is a tax on the 
privilege of using or publishing adver- 
tising. This kind of tax would apply to 
advertising by direct mail and at the 
point of purchase as well as to advertis- 
ing by the purchase of time or space 
from a newspaper, etc. The essence of 
this third form of taxation is that the 
taxing body is imposing a levy upon the 
privilege of locally advertising one’s 
wares, the levy to be measured by the 
amount of money spent for all forms of 
local advertising in a given period of 
time. The newspaper or other medium 
of advertising could be required to re- 
port its billings of advertising, and it 
might be required to collect the tax as 
under the Baltimore ordinance. The ad- 
vertiser should be required to report his 
total expenditures for advertising. The 
taxing body should have appropriate 
powers of inspection and subpoena of 
books and records. This third kind of 
tax, the privilege tax, would thus avoid 
the objection which the court made to 
the Baltimore ordinance—that it did not 
cover all forms of advertising. Moreover, 
the privilege tax, as compared with the 
sales tax, should cause a less severe re- 
duction in the revenues of newspapers 
and other media, since the advertiser 
could not avoid the tax by switching 
from newspaper advertising to direct 
mail.16 In the drafting of an ordinance 
for the third kind of tax, point (1) above 
would be eliminated, and points (2) and 
(3) would perhaps become less im- 
portant. Would a privilege tax reduce 
the total amount of advertising so as to 
indirectly to impair freedom of the 
press? In the short run this kind of tax 
we do hold that these particular taxes are so sin- 
gle in their nature and the raange of their im- 
pact is so narrow—90% to 95% thereof falling 
upon the newspapers and the stations—that their 
effect makes them constitute a restraint upon 
the freedom of speech and of the press guaran- 
teed by the First and Fourteenth Amendments 
to the Federal Constitution and Article 40 of the 
Maryland Declaration of Rights, as defined by 
Grosjean and Howard Sports Daily cases, 
eupra....” 
12 At 118 the opinion in the Abell case says: 
“This is so because, in general, if a valid tax be 
imposed on businesses that do not enjoy any con- 
stitutional immunity, the effect of the impact 
and the oppressiveness of the tax are matters for 
the legislative cc i ider; but, when 
the tax is imposed upon a business that enjoys 
one of the constitutional immunities of the First 
Amendment, it must be general in its nature and 
character and affect this business only inciden- 
tally as it affects other businesses in their com- 
bined duty to support the government... .” 
13 Both the Supreme Court by its dictum in Gros- 
jean and the Maryland court in the principal 
case approved this method, as noted on page 114. 
14 See note 9 supra. 
15 Witness Bertsch of A. S. Abell Co. testified 
that the company had to hire extra employees 
and purchase additional equipment to handle all 
the bookkeeping. A great many of the advertise- 
ments were brief classified advertisements on 
which the tax was only a few cents. 
18 One of the merchants in the Abell case testi- 
fied that his store had reduced newspaper adver- 


tising and increased its advertising by direct 
mail. 








112 ¢ The Journal of Taxation 


probably would reduce the total amount 
of advertising, but this effect could be 
minimized if the effective date of the 
new tax were postponed for a year or 
more following enactment.17 Moreover, 
in the long run it is doubtful that the 
volume of advertising would be sig- 
nificantly reduced. This is because ad- 
vertising is firmly established as a neces- 
sary tool of American industry. Madison 
Avenue is more than a byword; it is the 
center of a large and thriving business. 
If the trend toward regional and na- 
tional systems of distribution continues 
at its present pace, advertising will if 
anything increase out of proportion to 
the growing volume of business. w 


State legislatures extend 
sales taxes to services 

THE EXTENSION OF SALES TAXES tO serv- 
ices has figured prominently in the legis- 
lation enacted by a number of states at 
current sessions, the Federation of Tax 








ila aa ss 
*Charitable contribution of interest in 
oil and gas lease is its value. The meas- 
ure of contribution of a gift of an un- 
divided interest in oil and gas bases to 
a charity is the fair market value of the 
property at the time of the contribution. 
The value need not be reduced by in- 
tangible drilling and development costs 
connected with the leases which had 
been deducted by the donor in prior 
years. Rev. Rul. 59-196. 


Transfer of stock to exempt organiza- 
tions for cash, netes and bonds is a bona 
fide sale. Taxpayers, who were advanced 
in years, wanted to sell their interests in 
an affiliated group of corporations. They 
negotiated with a representative of the 
alumni of New York University who 
caused a new company to be organized 
with a capital of $1,000, exclusively for 
charitable or educational purposes, and 
solely for the benefit of New York Uni- 
versity. Taxpayers transferred their stock 
in the affiliated group for cash, notes and 
bonds with voting rights of the new 
company. The affiliated group was then 
merged into the new company, with tax- 
payers retained as managers under long- 
term employment contracts. The Tax 
17 This period will allow the advertiser to take 
into account the new tax in planning his budget 
and his pricing policies. The farther ahead that 
he knows of the increase in the per unit cost of 
advertising, the less likely it is that such an in- 


crease will be reflected solely in reduction in the 
volume of advertising. 






New decisions on exempt institutions 
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Administrators has reported. 

Colorado, effective July 1, 1959, in- 
cluded rentals for accommodations in 
hotels, motels, etc., in the sales tax base. 

Pennsylvania included in the sales 
tax base proceeds from the following: 
restaurant meals costing 11 cents or 
more, instead of more than 50 cents as 
formerly; charges (including labor and 
material) for repairing, applying or in- 
stalling personal property; 
charges (including labor) for washing 
or lubricating any motor vehicle; public 
utility bills; and amounts paid by con- 
struction contractors to suppliers for 
materials to be incorporated into real 
estate. The contractor may petition for 
a refund of .5% of the tax paid on ma- 
terials actually used on the job. 

South Carolina imposed its sales tax 
on the sale of electricity, communications 
(intrastate telephone and telegraph mes- 
sages) and on the proceeds from furnish- 
ing laundering, dry cleaning, dyeing or 
pressing services. 


taxable 





5 Bat! 9 ie ee 
Court found that there was no reorgan- 
ization, as alleged by the Commissioner, 
in the absence of a continuity of inter- 
est in the old owners of the affiliated 
group. Rather, the exchange constituted 
a bona fide sale to a “feeder” organiza- 
tion, deemed tax-exempt for the period 
involved. 1948-1951. [For years after 
1951 the Code denies an exemption to 
feeder corporations.—Ed.] This court 
affirms. The bondholders would no long- 
er have a proprietary interest in the 
corporate enterprise upon redemption 
of the bonds. The voting rights served 
as additional security for the payment 
of the purchase price and not to reserve 
a proprietary stake in the business to the 
sellers. Payment of interest or principal 
on these bonds were payments to credit- 
ors and not distributions to proprietors. 
The sale was bona fide. Howes, CA-1, 
6/5/59. 


Contributions to state bar deductible 
for income, estate, and gift tax. Citing 
the fact that a state bar performing 
governmental functions and created by 
statute as an administrative arm of the 
supereme court of the state has been 
held exempt from tax as an_ instru- 
mentality of the state, the IRS now rules 
that contributions made to it are de- 
ductible for income, estate, and gift tax 
purposes. Rev. Rul. 59-152. 


Utah imposed its sales tax on amounts 
paid for services for the repair or in- 
stallation of tangible personal property; 
the rental of hotel and motel accom. 
modations, and laundry and dry clean- 
ing services. 

Washington applied its sales tax on 
all rentals of tangible personal property 
instead of only to rentals under a lease 
with an option to buy as formerly. The 
tax was also imposed on “service con- 
tracting” (earth moving, and the clean- 
ing, fumigating, razing and moving of 
existing buildings or structures), all ser- 
vices of hotels not already taxed, and to 
service transportation such as automo: 
bile towing, armored car service, etc. 
The use tax was imposed on property 
acquired by bailment, and the business 
and occupation tax to the business of 
renting real property. % 


Alabama license on trading stamp com- 
pany upheld. Under Alabama law com- 
panies engaged in the business of issu- 
ing trading stamps to merchants are sub- 
ject to a state license tax of $1,000 per 
annum and to both a state and county 
license for each place of business in the 
state, at the rate of one-half the state 
tax, to be paid to the county in which 
the license is issued. The taxpayer was a 
foreign corporation which issued trad- 
ing stamps to merchants in each of the 
44 counties in the state. It maintained 
five redemption centers in the state 
where merchandise was exchanged for 
trading stamps. These constituted the 
taxpayer’s only offices in the state. The 
state contended that the taxpayer was 
liable for a state and county license fee 
of $1,500 in each of the 44 counties. The 
taxpayer's position was that is was sub- 
ject only to a single $1,000 state license 
tax. 

The court held that the taxpayer was 
liable for the $1,000 state license tax and 
for $500 in each county in which it op- 
erated a redemption center. It dismissed 
the taxpayer’s contention that the state 
license tax operated to exclude any ad- 
ditional license tax. It also dismissed the 
state’s contention that the taxpayer was 
subject to license in each county in 
which it issued trading stamps even 
though it might have no place of busi- 
ness in the counties. This latter ruling 
was based on the fact that the legislature 
had specified “place of business” rather 
than “doing business” in imposing the 
trading stamp license requirements. 
Sperry & Hutchinson Company, Sp. Ct., 
Ala., 1/15/59. 
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Power to invade principal, vital for 


long-term trusts, raises tax problems 


by ZOLMAN CAVITCH 


If a trust is being planned to last a long time, it is almost always essential that 


someone be given a power to invade principal. Mr. Cavitch here shows how the 


instrument can be made flexible enough to provide for foreseen and unforeseen 


contingencies without sacrificing the estate tax objectives and concludes with some 


suggestions for drafting powers that meet these tests. 


HE DISCRETIONARY power to distribute 
an can often provide tax savings 
to the family, particularly in a relatively 
large trust. By contrast, the discretionary 
power to invade principal can rarely 
provide any kind of tax saving. Indeed, 
the power to invade principal will some- 
times create additional tax problems 
which must be handled with care and 
skill. Based entirely on non-tax con- 
siderations, however, it is safe to say 
that almost every trust which is de- 
signed to last for a substantial period of 
time should grant to someone the dis- 
cretionary power to invade principal 
for the benefit of the beneficiary or a 
class of beneficiaries. Such a power 
might be limited to the health, main- 
tenance and support needs of the bene- 
ficiary, or it might be broad enough to 
permit distributions for comfort, luxury, 
welfare, happiness, etc., but in some 
form—whether limited or broad—it vir- 
tually always should appear.! 


The importance of flexibility 

Every experienced attorney is familiar 
with the client who in discussing his 
proposed will desires, for any of a num- 
ber of valid reasons, to create a trust for, 
let us say, his widow. Instead, however, 
of attempting to gain an adequate de- 
gree of flexibility, he instructs the attor- 
ney to provide that the income, and 
only the income, must be distributed to 
his widow. The principal, he feels, must 
be preserved intact for the children, or 
for cousin Joe, or for his favorite char- 
ity, or perhaps for unknown relatives. 








This same person would beyond a doubt 
deplete his principal without hesitation 
during his lifetime if required to meet 
extraordinary medical expenses of his 
wife. After his death, however, the man- 
agers of his estate must be bound by 
rigid limitations, limitations which can 
so easily result in disaster for the per- 
sons who are best loved by the testator. 
It is extremely important for the ad- 
visor to discourage this dead-hand 
mentality. In some states, in extreme 
circumstances, the courts will bail out a 
beneficiary whose use of principal has 
been unwisely precluded by the testator. 
In other states, however, even this gross- 
ly inadequate answer to a testator’s in- 
flexibility is not available. Some courts 
simply will not reform a will or trust in 
this area. One of the classic examples of 
a judicial refusal to substitute the 
Court’s judgment for the testator’s, is 
Union Saving Bank and Trust Co. vs. 
Alter, decided by the Ohio Supreme 
Court in 1921.2 In the Alter case two 
of the income beneficiaries requested the 
court to authorize the trustee to dis- 
tribute income than had been 
directed to be distributed by the testa- 
tor. Only one-tenth of the total trust in- 
come was disposed of under the will. 
The income beneficiaries were also the 
remaindermen after only a_ ten-year 
period. It was found as a fact that the 
medical needs of two of the income 
beneficiaries were a circumstance which 
the testator in fact did not anticipate. 
Indeed, one of the beneficiaries died 


more 


while the appeal to the Supreme Court 
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was pending. Notwithstanding all these 
facts the court held that the trustee 
could not distribute one dime more of 
income than was expressly authorized by 
the testator. 

The of course, clear: If 
judgment is not exercised wisely when 
drafting the will, it may not be exer- 
cised at all after the testator’s death. 

Many experienced attorneys feel so 
strongly about the importance of pro- 
viding a discretionary power to invade 
principal that with long-term trusts they 
will practically as a matter of course in- 
sert a very broad power which gives the 
trustee discretion not only to distribute 
principal for the benefit of the bene- 
ficiary and his family for their health, 
support, maintenance, education and 
comfort, but which also goes on to advise 
the trustee that the discretion should be 
exercised liberally, it being the testator’s 
intention to provide not only necessities, 
but all reasonable luxuries. In addition, 
the trustee might be expressly author- 
ized to use principal to enable the bene- 
ficiary to purchase a home and enter a 
business or profession. In brief, the 
trustee or a trustee-adviser should ordin- 
arily be given virtually the same degree 
of flexibility in the use of principal as 
the testator possessed. 


moral is, 


When beneficiary has power 

If this discretionary power to invade 
principal is given to a bank as a trustee, 
or to an individual other than the 
beneficiary, and the beneficiary is not 
legally dependent upon the person 
possessing the power by himself or to- 
gether with another, no tax _ prob- 
lem is ordinarily encountered by the 
use of such a broad discretionary power, 
at least if the creator of the trust is 
dead. 

Occasionally, however, the primary 
beneficiary of the trust will be a trustee 
possessing by himself or together with 
another the power to invade principal. 
This situation, arises for any of a num- 
ber of reasons: 

The trust might be a residuary trust 
for a surviving spouse, the residue of the 


1In a short-term trust, particularly a reversion- 
ary term trust within the meaning of Section 673 
of the Internal Revenue Code, tax objectives may 
preclude the use of a discretionary power to in- 
vade principal. The problems incident to drafting 
a short-term reversionary trust are outside the 
scope of this paper. 

2103 O.S. 188 (1921). 

3A very broad discretionary power to invade 
principal in an inter-vivos trust—a trust which 
is set up and funded during the lifetime of the 
settlor—-may make the income of the trust tax- 
able to the settlor even though he cannot receive 
that income. See Internal Revenue Code Section 
674. 
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[This article was adapted by Mr. Cavitch 
from his recent Dayton Tax Institute 
talk on “Attaining Flexibility in the 
Planning and Administration of. Estates 
and Trusts.” He is a member of the 
Ohio Bar and practices in Cleveland. 
He is a member of the firm of Gross- 
man, Schlesinger & Carter.] 





marital deduction be- 
quest. In such a situation, the residuary 
trust for the spouse is essential in order 
to save prohibitive and unnecessary 
estate the spouse’s later 
death. The testator might have pre- 


estate after the 


taxes upon 
ferred, but for these tax considerations, 
to leave everything, including his residu- 
ary estate, outright to his spouse. In 
such cases, the testator will usually want 
to give his spouse as much control over 
the use of the trust property as he can, 
consistent with avoiding Federal estate 
taxes upon that spouse’s later death. He 
may therefore designate the spouse as 
sole trustee. 

Or, the trust might be one designed 
to last for the lifetime of a child and 
created solely for the purpose of avoid- 
ing Federal estate tax upon the child’s 
death. Here, again, the testator might 
wish to give the child the. maximum 
degree of dominion and control over the 
trust property consistent with the de- 
sired tax savings. 

Or, the trust might be motivated in 
part by the feeling that the beneficiary 
is not sufficiently experienced in man- 
aging property to be given any voice in 
investments. The testator might. not, 
however, wish to, deprive the beneficiary 
of any control over the beneficial use 
of the trust property. In that situation, 
he. might designate a bank or some ex- 
perienced individual as a co-trustee with 
sole control over the management of the 
trust assets. He might also designate the 
beneficiary as a_co-trustee with control, 
alone or jointly with the experienced 
co-trustee, over discretionary invasions 
of principal for himself and perhaps his 
immediately family. 

In all of these situations, and perhaps 
others, where a person is given a power 
exercisable by himself or together with 
another, to take principal for his own 
benefit, very considerable care must be 
exercised in drafting the power of in- 
vasion, lest a part or all of the trust 
property be made includible in the 


beneficiary’s estate for Federal estate 
tax purposes.* If trust property is to be 
excluded from the taxable estate of the 
beneficiary despite the fact that the 
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beneficiary has a power to withdraw 
principal, Section 2041 of the Internal 
Revenue Code gives the answer. Section 
2041 provides that where a_ person, 
not the absolute owner of property, 
nevertheless has at the time of his death, 
a general power of appointment over 
property, then that property will be in- 
cludible in his taxable estate for Federal 
estate tax purposes. A power of appoint- 
ment is generally thought of as being a 
power in a person to determine how 
trust property will pass after that per- 
son’s death, and Section 2041 does refer 
in part to that kind of power. Section 
2041, however, also relates to a power 
of invasion. Where a person has a 
power to consume, invade, or appro- 
priate property for his own benefit, he 
is treated as having a general power of 
appointment, requiring the inclusion of 
the property subject to the power in his 
taxable estate for estate tax.5 

There is, however, an important ex- 
ception to this unfavorable general rule, 
an exception which is extremely im- 
portant for estate planning purposes. If 
the power to consume, invade or appro- 
priate property to one’s own use is 
limited by an ascertainable standard re- 
lating to the health, education, support 
or maintenance of that person, then 
the power is not a general power and 
does not make the property includible 
in that person’s estate.® 

The. drafting lesson is clear. In many 


trusts which are designed to last for a 
long period, the identity of the trustee 
for the entire period will be uncertain, 
The primary beneficiary may be desig- 
nated as the original trustee, but he may 
become incapacitated or resign, or the 
trust may continue for others after his 
death. Accordingly, it may be wise to set 
forth in the will or trust, as the case 
may be, a very broad, flexible standard 
to guide the trustee in discretionary dis- 
tributions of principal and then add a 
paragraph which will provide that dur. 
ing such time as a person to whom such 
discretionary distributions of principal 
can be made is acting as a trustee or co- 
trustee, then all such discretionary dis- 
tributions to or for the benefit of that 
person shall be limited to such distribu- 
tions as are reasonably required for his 
health, education, support or mainten- 
ance, taking the magic words right out 
of the statute. The Treasury Regula- 
tions under Section 2041 make clear that 
a power so limited will not result in 


estate tax includibility even though 
possessed by the person to whom dis- 
tributions can be made.7 % 


‘It is assumed in this connection that the tax 
objective is to draft the trust in such a way that 
it will not be includible in the beneficiary's estate 
for Federal estate tax purposes. If, of course, the 
trust is one which is designed to give rise to the 
marital deduction in the estate of the creator of 
the trust, then the tax objective will be to draft 
the trust in such a way that it will be includible 
in the taxable estate of the spouse-beneficiary. 
5 Internal Revenue Code Section 2041 (b) (1). 

* Internal Revenue Code Section 2041 (b) (1) (A). 
7U. S. Treas. Regs. Section 20.2041-1(c) (2). 


New estate & gift decisions this month 


Estate does not include partnership 
earnings to death [Acquiescence]. Dece- 
dent was: a member of a partnership 
whose year ended January $1. He died 
November 21, 1947. The partnership 
agreement provided that if, both part- 
ners survived the partnership year each 
was to:receive half the profits after part- 
ners’ salaries as his distributive share; if 
one died during the year, his distribu- 
tive share was to be limited to the 
salary. For estate-tax purposes, the Tax 
Court held, he never had more than a 
potential right to profits in excess of his 
salary, and as his death prevented that 
right from maturing, no interest in the 
earnings of the partnership to date of 
death in excess of his salary was includ- 
ible in his gross estate. Previous non- 
acquiescence on this issue is withdrawn. 
Life insurance taken out and payable 
to the. partnership on his life was not 
taxable in the estate, as he in his 





individual capacity had no incidents of 
ownership in the policies. Previous non- 
acquiescence on the life insurance issue 
is withdrawn and acquiescence in result 
only is substituted. .Knipp Estate, 25 TC 
153, acq., IRB 1959-21. 


*Widow’s allowance not terminable; 
marital deduction allowed [Acqui- 
escence|. The widow of the decedent 
secured an order granting her a widow's 
allowance . of $10,000 to be paid in 
monthly installments for a period of one 
year. In: the original Tax Court pro- 
ceeding, a marital deduction was dis 
allowed on the ground that the allow- 
ance did not constitute property “pass- 
ing from the decedent.” On appeal to 
the - Sixth Circuit, the Commissoner 
abandoned his position on this point 
and contended for disallowance on the 
ground that the allowance constituted 
a terminable. interest. The case was re- 
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manded to the Tax Court for its deci- 
sion on this issue. The Tax Court heid 
that, under applicable state law, the 
allowance was not a terminable interest; 
it was a lump sum the payment of which 


could not be either her 
death or remarriage, and consequently 
the marital deduction is allowable. That 
the widow had to apply for a court 
order for the enforcement of her right 


defeated by 


to the allowance did not make it con- 
tingent. The Tax Court, however, noted 
that, although, in accordance with the 
mandate of the appeals court, it granted 
decision for the taxpayer, it does not 
recede from its original position that the 
allowance was not an interest in prop- 
erty passing from the decedent. Rensen- 
house Est., 31 TC No. 81, acq. IRB 
1959-21. 


Part of trust included in grantor’s estate 
Icquiescence|]. Decedent had contrib- 
uted approximately one-fourth of the 
value of the assets making up the corpus 
of a trust. She retained the right to re- 
ceive annual payments of $10,000 until 
such time as the trustees should pur- 
chase with the trust assets an annuity 
policy providing her with that sum. No 
such policy was ever purchased and the 
pay her that 
until her death in 1951. The 
court held that only that portion o- the 


trustees continued to 


amount 


trust corpus required to produce $1%,- 
000 annually is includible in her gross 
estate. The value was determined by 
fixing the average annual return on the 
entire trust property for a period of 
three years prior to her death and 
capitalizing the annual payment of $10,- 
000 by this average rate. Becklenberg 
31 TC 402, acq., IRB 1959-23. 


Shares were held jointly and are taxable 
in husband’s estate. Decedent gave his 
wife 3,000 shares of stock of the Lincoln 
National Life Insurance Company. She 
later received a stock dividend of 1,200 
shares. Subsequently all of the shares 
were transferred into joint ownership 
all of the shares were transferred into 
joint ownership with her husband. De- 
cedent’s that the 
shares acquired as a stock dividend by 
the wife should be excluded from the 


executor contended 


gross estate as never having originally 
belonged to the decedent and never re- 
ceived or acquired by the wife from the 
decedent. The court denied the claim 
for refund, finding that the original 
stock and the accretions by means of the 
stock dividend were properly included 





in decedent’s gross estate. The court 
indicated that to exclude a part of the 
stock, decedent’s wife would have had to 
establish that she paid consideration in 
money or money’s worth for such part. 

In the same case, it was ruled that 
gifts of stock made by decedent, age 91, 
during his last illness and while confined 
to his bed were in contemplation of 
death. English, DC Ind., 4/24/59. 


Estate includes stock dividend paid after 
death but before alternate valuation 
date. Decedent’s executor elected to 
value the gross estate on the alternate 
valuation date. The decedent died in 
January 1953, owning 10,000 shares on 
which an 8% stock dividend was paid in 
December 1953. The executor contended 
that the 800 additional shares should 
not be included in the gross estate but 
should be treated the same as a cash 
dividend because the corporation could 
have paid the dividend in cash. The 
Tax Court ruled against the executor. 
The stock dividend was properly includ- 
ible in the gross estate since received 
prior to a year from date of death, the 
alternate valuation date. Schlosser, 32 
TC No. 25. 


Charitable deduction allowed; was con- 
tingent on continued childlessness of 
women over 54. Decedent created a trust 
under her will with income payable to 
her two daughters during their respec- 
tive lives. Upon the death of the sur- 
vivor, the corpus was to be paid to the 
daughters’ bodily issue then living, but 
if none certain 
corporation. The daughters were 55 and 
59 respectively and neither had had any 
children. The Internal Revenue Service 
ruled that a 


then to a charitable 


charitable deduction for 
the value of the remainder interest be- 
queathed to charity by the decedent 
was deductible. It was noted that ac- 
cording to the most recent United States 
Vital Statistics and Census the 
statistical probability that a woman aged 


data, 


55 or over will ever have bodily issue is 
remote. The possibility that the chari- 
table transfer would not become effec- 
tive was so remote as to be negligible. 
Rev. Rul. 59-143. 


Surviving spouse’s award in Illinois 
qualifies for marital deduction. A pro- 
bate court in Illinois allowed decedent’s 
spouse an award of $25,000 payable in 
three equal installments. The district 
director refused to allow a marital de- 
duction for the amount of the award, 
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asserting (1) the award did not constitute 
an interest in property passing from the 
decedent to the surviving spouse, and 
(2) that under Illinois law the award was 
a terminable interest. In the suit for re- 
fund brought in the district court at- 
torneys for the government conceded 
that a spouse’s award constitutes an in- 
terest which passes to the surviving 
spouse, and the court determined that 
under the applicable provisions of Illi- 
nois law a spouse’s award is a vested in- 
terest, and even if the spouse died before 
obtaining the award, the right to the 
award could be asserted by her executor 
or administrator. The interest was not 
terminable upon the death of the spouse 
or any other contingency. Molner, DC 
Ill., 5/22/59. 


Charitable deduction allowed though 
trustee had power to pay income to in- 
dividual. Decedent left the residue of 
his estate in trust. The will directed the 
trustee to pay to his sister only so much 
of the net income as the trustee, in its 
sole discretion, considering all assets 
owned by her and any income received 
from any other source, deemed neces- 
sary and proper for her reasonable liv- 
ing expenses, comfort, maintenance, and 
general welfare. The balance of the net 
income was to be added to corpus, and 
at the death of 
was directed to 


the sister, the trustee 
distribute the corpus 
and all income accumulations to Johns 
Hopkins University. In the estate tax 
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return, the executor claimed the value 
of the entire residuary estate $315,000 as 
The district 
deficiency .on the 
ground that the value of a life. estate 


a charitable deduction. 


director asserted a 
for the life of the sister should be de- 
ducted from the value of the residuary 
estate. The executor paid the deficiency 
and subsequently brought suit for re- 
fund. The court held that the executor 
was entitled to a refund after finding 
that the other 
sources and her other assets were sufh- 


sister's income from 
cient to care for her for the balance of 
her life, and that it was very unlikely 
that any of the income from the testa- 
mentary trust would be needed to care 
for her. Upon the facts presented, the 
court concluded that the possibility that 
any of the income from the trust will be 
used for the benefit of his sister was so 
remote as to be negligible, and that it 
was highly probable that all of the ac- 
cumulated income would ultimately go 
to Johns Hopkins University. Haven 
Estate, (Mercantile-Safe Deposit & Trust 
Co., Ex.) DC Md., 4/10/59. 


Treasury bonds acceptable in payment 
of estate taxes. The 4% Treasury Bonds 
of 1969 may be submitted at par for the 
Estate 
owned by the decedent at time of death. 


payment of Federal Taxes if 
Bonds submitted must be duly assigned 
to The Secretary of the Treasury for 
redemption, the proceeds to be paid to 
the appropriate district director of In- 


ternal Revenue for credit on Federal 
estate taxes due from the decedent's 
estate. Bonds submitted must be ac- 


companied by Form PD 1782. T.D. Cir- 
cular 1024, 3/23/59. 

Stock valued by reference to purchases 
two years prior to death. Two years 
prior to his death decedent and _ his 
family purchased 50% of the stock in 
each of two corporations, Atlas and In- 
ternational Sales corporations at $8.50 
and $9.75 per share respectively. The 
purchase had been made on the basis of 
an appraisal by an independent se- 
curities analyst. 

The executor claimed that the date- 
of-death value of the stock was $5.72 
per share for Atlas and $9.00 per share 
the 
second appraisal. The estate tax ex- 


for International on basis of a 
aminer claimed that the net income and 
earnings figures for the corporations 
would substantiate fair market values 
as high as $11.00 and $14.00 per share 
but assessed a deficiency based upon the 
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$8.50 and $9.75 per share valuations 
used by decedent and his family in mak- 
ing their purchases. The court denied 
the claim for refund and approved $8.50 
and $9.75 as the fair market value. 

In the same case, decedent’s executor 
also sought to exclude the value of a 
portion of certain shares held in joint 
tenancy from decedent’s gross estate. 
The decedent had given his wife 4,416 
shares of stock upon which she re- 
ceived a six-for-one stock dividend. She 
later placed all of the stock in joint 
tenancy with decedent. The court held 
that the stock dividend was properly 
includible in the decedent's gross estate. 
Tuck, DC Calif., 5/4/59. 


Jury determines that transfers shortly 
before death were incomplete and are 
includible in estate. Decedent’s execu- 
tors filed a suit for refund alleging that 
a transfer of certain shares of stock to 
the decedent’s daughter was a completed 
gift and that such gift was not made in 
contemplation of death. In instructing 
the jury, the court asked that the jury 
first determine whether a gift was made, 
stating that five factors must be present 
for there to be a legally valid gift: (1) 
a donor competent to make a gift, (2) a 
clear and unmistakable intention on the 
part of the donor to make it, (3) a donee 
capable of taking the gift, (4) a convey- 
ance or assignment or transfer sufficient 
to vest legal title in the donee, and (5) 
the relinquishment of dominion and 
control of the subject matter of the gift 
by delivery to the donee. The court in- 
dicated that it was unnecessary for the 
jury to answer the questions whether the 
“gift” was made in contemplation of 
death if no legally valid gift were made. 
The jury concluded that no such gift 
had been made and that the decedent 
had retained the right to receive the 
dividends from the stock. In the same 
suit, the jury was also instructed to use 
“common sense” based upon the evi- 
dence, expert testimony and exhibits in 
determining the fair market value of the 
stock. The court defined fair 
value as “the net value equal to an 
willing purchaser, 
individual or 


market 
amount which a 
whether corporation, 
would pay to a willing seller in view of 
the net value of the assets and the dem- 
onstrated earning capacity.” Riley, DC 
N.Y., 3/17/59. 


Undivided half interest in real estate 
valued at less than half of entire prop- 
erty. Decedent owned an undivided one- 


half interest in certain real estate. The 
entire property was appraised at $80,000, 
but decedent’s executor reported the 
value of the undivided one-half interest 
at $34,000 rather than $40,000 in the 
Federal estate tax return. The executor 
discounted the $40,000 by 15%. It was 
claimed that the fact that the interest 
was an undivided fractional part of the 
whole adversely affected the fair market 
value of such interest. The Commission- 
er disagreed, raised the value to $40,000, 
and assessed a deficiency. The executor 
was successful in the suit for refund 
after expert testimony was introduced 
supporting the view that it is proper to 
discount fractional interests in arriving 
at the market value of real estate. Tish. 
man, DC Va., 4/24/59. 

Bequests to sons not deductible as 
claims. Decedent and his wife resolved 
a long and bitter contest by a separate 
maintenance support agreement 
under which he promised to leave one. 
quarter of his net estate to each of his 
two sons. He executed a will which pro- 
vided for a gift of one-fourth of his net 
estate to each son. In the will he used 
not only the term gift but also the terms 
bequests and legacies. His executors 
took two deductions of $56,000 each, for 
the descendent’s net 
estate payable to the decedent’s sons 
under the terms of the will, but the de- 
ductions were disallowed by the Com- 
missioner on the ground they were be- 
quests rather than claims against the 
estate. The court, after concluding that 
the sons would have had valid claims 


and 


two-fourths of 


against the estate based upon considera- 
tion, agreed with the Commissioner be- 
cause the language of the will indicated 
that the decedent did not regard the 
portions of his estate payable to his sons 
as in satisfaction of legal obligations. 
Undoubedly he regarded them rather 
as legacies. Geary Est., (Beecher, Ex.) 
DC Pa., 4/15/59. 


Inspection of estate and gift tax returns. 
The House Committee on Un-American 
Activities and the Committee on Gov- 
ernment Operations have been given 
authority to examine estate and gift 
tax returns for the years 1945 through 
1959. In addition, the Commissioner ot 
Internal Revenue now may grant per- 
mission to inspect returns to any agency 
of the Executive Branch of the U. $. 
Government. Executive Orders 10815 
and 10818, Treasury Dept. Order No. 
150-35. 
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NEW DEVELOPMENTS IN 


Fraud & negligence 


EDITED: BY 


a DEFICIENCIES ARE deter- 
mined by adjusting items of re- 
ported gross income or by disallowing 
deductions claimed. The net worth ap- 
proach, on the other hand, is a method 
of reconstructing income. It is premised 
on the accounting formula that an in- 
crease in net worth plus nondeductible 
expenditures, minus nontaxable receipts, 
equals taxable income. If the annual net 
worth increases and nondeductible ex- 
penditures are not accounted for by re- 
ported income and nontaxable receipts, 
the discrepancy is presumed to be cur- 
rent unreported income, and deficiencies 
are determined accordingly. 

The net worth method accurately re- 
constructs net income provided all 
pertinent facts are ascertainable and the 
net worth statements are consistent with 
the method of accounting employed. 
rhe taxpayer may have difficulty, how- 
ever, in recalling or establishing owner- 
ship of visible assets, such as real estate 

or securities, and it may be impossible 
lor him to establish the amount of cash 
on hand. As a result, assets omitted from 
opening net worth, which are converted 
into other assets in later years, may be 
reflected as unexplained increases in 
net worth. Even though the total dis- 
crepancy between net worth increases 
and reported income does represent un- 
reported taxable income it may not be 
possible to apportion the unreported 


income accurately to the year or years 


in which it was in fact realized. 





voperate right through to using your ingenuity in showing weaknesses in 


Government’s net worth computations. Mr. 


operation problem, and conclude with some suggested methods for attacking 


HARRY GRAHAM BALTER, LL.B. 





Handling a net worth investigation: 
techniques that strengthen your case 


by PAUL P. LIPTON and RICHARD A. PETRIE 


When you represent a taxpayer facing a net worth determination you have a 


host of difficult problems, from the initial one of deciding whether or not to 


the 


Lipton and Mr. Petrie discuss the 


limitations on the Government’s power to investigate and then turn to the co- 


the 


Government’s net worth and fraud determinations. 


Notwithstanding the great danger of 
inaccuracies, the net worth method has 
been employed extensively. It provides 
an effective auditing technique, often 
disclosing unreported income which 
would not be discovered through an 
audit of books and accounts. In a rou- 
tine examination there is normally no 
occasion for the submission of net worth 
data to the examining agent. Should the 
revenue agent request net worth state- 
ments or pay undue attention to net 
worth items, fraud is probably suspected, 
and it is, therefore, imperative that the 
taxpayer obtain legal representation. 


Investigative authority 


The various limitations on investiga- 
tive authority are generally applicable 
in any tax case, but they may assume 
added significance when the net worth 
technique is employed. Not infrequent- 
ly, net worth investigations cover a 
lengthy period. The difficulty of refuting 
the compilations, particularly for the 
early years, is often serious. Records 
may have been lost or innocently de- 
stroyed, and essential information may 
have been forgotten. As a result, efforts 
to show errors in the net worth state- 
ments, or to explain the understate- 
ments, may be fruitless, and the financial 
consequences to the taxpayer may be 
disastrous. 

Although Section 7602 of the Internal 
Revenue Code provides a broad power 


to compel production of records and the 
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the statute 
obviously refers to the production of 
records in existence at the time of de- 
mand and not to net worth statements 
which would have to be compiled by the 
taxpayer or his representatives. How- 


witnesses, 


appearance of 


ever, this does not preclude a revenue 
agent from making an informal request 
for net worth statements. In the event 
that the taxpayer refuses to submit such 
statements, the agent may issue a sum- 
mons calling for the production of all 
existing records bearing on net worth, 
and he may summon the taxpayer to 
testify from memory concerning these 
matters. 

Whatever the investigative technique, 
the net worth examination is subject to 
the statutory and constitutional limita- 
tions on investigative authority which 
apply in any tax inquiry. Since these 
limitations have the basis of ex- 
tensive discussion in the past, further 
treatment here would serve little pur- 
pose. Nevertheless, mention should be 
made of investigative restriction 
which may receive unusual treatment in 
net worth cases. In general, years: barred 
for assessment by the statute of limita- 
tions are not subject to examination un- 
less the Commissioner can establish a 
reasonable basis for suspicion of fraud. 


been 


one 


In net worth investigations, it has been 
suggested that normally barred years 
may be examined for the purpose of 
establishing a firm beginning net worth,! 
but this conclusion is of doubtful valid- 
ity. 

As in all tax investigations, the limita- 
tions imposed by the Fifth Amendment 
to the Constitution are particularly im- 
portant. By invoking the privilege 
against under the 
Fifth individual tax- 
payer may decline to produce his records 


self-incrimination 
Amendment, the 
or papers or to testify under oath. The 
sweeping protection of the privilege in 
net worth investigations is well illus- 
Vadner v. 
United States,2 where the court upheld 
a taxpayer’s blanket refusal to answer 


trated by the decision in 


questions concerning his assets on the 
grounds that such answers might tend to 
incriminate him. 


Objections by third parties 

Net worth investigations frequently 
lead to records of various third parties, 
such as banks, brokers, the taxpayer's 
employer, and business associates. Such 
third parties may raise objections in 
1 Falsone v. United States, 205 F.2d 734 (CA-5, 


1953), cert. den., 346 U.S. 864 (1953). 
2119 F. Supp., 330 (E.D. Pa. 1954). 
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[Mr. Lipton practices law in Milwaukee. 
He was formerly Special Attorney and 
Tax Court Trial Counsel in the Office 
of Chief Counsel and is presently a 
member of the Committee on Procedure 
in Fraud Cases of the ABA Section of 
Taxation. Mr. Petrie is associated with 
him in the practice of law. This article 
is adapted from a fully footnoted paper 
in the Marquette Law Review, Spring 
1959 issue.| 





their own behalf, including the objection 
that the examination is barred by the 
statute of limitations or is unnecessary 
within the meaning of the statute. The 
Fourth Amendment prohibition against 
unreasonable searches and seizures is the 
basis for third 
parties. Recently, however, the Court of 
Appeals for the Ninth Circuit reversed 
two district court decisions because the 
that 
records summoned from third parties 
were material or relevant to the inquiry. 


most objections by 


government had not established 


The benefits to the taxpayer may be 
substantial where legitimate objections 
are timely raised. Unfortunately, how- 
eyer, most third parties fail or refuse to 
urge possible objections. Of course, the 
taxpayer may move to quash a summons 
directed to a third party, but such at- 
tacks have been notably unsuccessful be- 
cause of the extremely limited grounds 
on which they may be made.* 


Cooperate or not? 


The considerations which determine 
the degree of cooperation to be ex- 
tended in a net worth investigation are 
similar in most respects to those which 
apply to any tax investigation. Although 
extensive treatment of this aspect would 
be desirable, this discussion will be 
limited to a few general remarks and 
some specific comments on the effect of 
cooperation in net worth cases. 

It is still a widely accepted belief that 
the tax evader who cooperates, and is 
willing to pay what he owes, will not 
be prosecuted. This false sense of assur- 
ance would soon disappear if it were 
commonly known that most tax prosecu- 
tions are based chiefly on evidence vol- 
untarily 


supplied by the taxpayer. 


® Local 174, 240 F.2d 387 (CA-9, 1956); Hubner 
vw. Tucker, 245 F.2d 35 (CA-9, 1957). 

* Constitutional rights cannot be invoked by the 
taxpayer in behalf of a third party. Zimmerman 
». Wilson, 105 F.2d 583 (CA-3, 1949). Nor can 
the taxpayer, in such a proceeding claim the 
wecuent of tne statute of limitations or challenge 
the materiality of the inquiry. Schulman v. Dun- 
lap, 105 F. Supp. 104 (S.D. N.Y. 1952); In re 
Upham, 18 F. Supp. 737 (S.D. N.Y. 1937); 
Cooley v. Bergin, 2’ F.2d 930 (D. Mass. 1928). It 
would seem however, that a proceeding to quash 


Rather than serving to. avoid prosecu- 
tion, cooperation has generally provided 
the government with the evidence neces- 
sary to indict and convict. On the other 
hand, a policy of non-cooperation, wise- 
ly exercised, has saved many taxpayers 
from prosecution. 

In net worth fraud cases, particularly, 
cooperation is often inadvisable. Ac- 
curate proof of the opening and closing 
net worth is crucial in establishing un- 
reported income. Without the taxpayer’s 
cooperation and admissions it is fre- 
quently difficult, if not impossible, for 
the government to establish a_ solid 
opening net worth, especially the item 
of cash on hand. With respect to the 
closing net worth, cooperation may in- 
volve such significant admissions as the 
non-existence of liabilities or ownership 
of assets held in the name of another. 
Obviously, cooperation may disclose in- 
vestments and expenditures which could 
not otherwise be traced. 

In most tax evasion cases based on the 
net-worth method, the evidence needed 
to justify the recommendation for prose- 
cution was supplied by cooperative tax- 
payers.5 Such cooperation has also served 
to supply the government with evidence 
needed to meet its burden of proof with 
respect to the civil fraud penalty. 

There may be important tactical ad- 
vantages in avoiding the foolproof net 
worth determination which results from 
cooperation with the investigators. Fol- 
lowing a recommendation for prosecu- 
tion, for example, it may be possible to 
discredit the entire investigation by 
pointing out important errors. Similar 
advantages may accrue in the settlement 
of the civil aspects. The judicial reaction 
to this situation is illustrated by the 
following comment in a recent Tax 
Court opinion: 

“This is one of the most deplorable 
records from which we have ever had to 
find facts or draw conclusions. The 
respondent’s net worth computation of 
petitioner’s income was in a constant 
state of flux from the time the revenue 
agent made his first report until the 
reply brief was filed.” 

The Tax Court refused to uphold the 
fraud penalties, probably because it was 


would be appropriate to prevent violation of a 
privileged relationship or to challenge an obvious 
abuse of process. Cf. Eckerling, 41-1 USTC par. 
9220 (N.D. Ill. 1941) (unsuccessful proceeding 
to enjoin examination of a public accountant) ; 
United States v. Lipshitz, 148 F. Supp. 744 (E.D. 
N.Y. 1957) (court enjoined grand jury sub- 
poenas in action brought by the taxpayer). 

5It has been aptly observed that “in practically 
every case in which a taxpayer has been con- 
victed, the opening net worth had been estab- 
lished through admissions and actions of the tax- 


not satisfied that the understatements 
had been clearly proved by the govern. 
ment. 

The advantages that flow from ¢o. 
operation are confined primarily to cases 
where innocence can be demonstrated 
by net worth statements which are cop. 
sistent with reported income. 


Other sources of net worth data 


One of the obvious consequences of 
failure to cooperate will be an attempt 
by the agents to obtain the necessary 
net worth data from other sources, such 
as banks, brokers, public records, ete, 
Usually, however, it is very difficult for 
the agents to prepare accurate net worth 
statements without the taxpayer's co. 
operation and access to his records. 

If the agent is unable to reconstruct 
the net worth from other sources, he 
may issue a summons to the non-co- 
operative taxpayer to produce the de. 
sired books and records and to testify 
concerning net worth items. No sum. 
mons will be issued, however, if crim. 
inal prosecution is contemplated.? In 
the event that a summons does issue, 
the taxpayer may invoke any of the 
available statutory or constitutional 
limitations on investigative authority as 
grounds for refusal to comply. Refusal 
may result in the institution of a pro- 
ceeding in the district court to compel 
obedience, pursuant to the provisions 
of Section 7604 of the 1954 Code. This 
procedure will not be employed if the 
government concludes that the refusal 
was justified, or that the requested in- 
formation is not sufficiently important. 

As suggested above, a net worth de- 
termination made without the tax 
payer’s cooperation is generally vulner- 
able to serious attack at the appropriate 
time. Of course, lack of cooperation may 
force the investigating agents to 
abandon the net worth approach. 


Attacking the determination 


Prior to the Supreme Court's decision 
in Holland v. United States,’ an im- 
portant issue in most net worth cases 
was whether resort to the method was 
justified when the taxpayer's books and 
records were ostensibly accurate and 


payer himself.” Boughner, The Use of the Net 
Worth Method as a Basis of Civil Liability, Proc. 
of Mary. 4th Inst. on Fed. Tax., 16, 24, (1954). 
8 William E. Josey, 15 TCM 758, 760 (1956). 
7“... it is contained in a directive in the man- 
ual of the Intelligence Unit, Internal Revenue 
Service, that you should never issue process to 
compel the production of records .. . [if there 
is] the possibility of recommending criminal pro- 
secution. . . .” Testimony of a special agent; 
Beard, (D. Md. 1954). Transcript, p. 681. 
8348 U.S. 121 (1954). 
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complete. Although this contention may 
no longer be given any weight in crim- 


inal prosecutions, there is some indica- 
tion that the issue warrants considera- 
tion in civil cases. In any event, a show- 
ing that the taxpayer’s books and records 
are accurate and complete would tend 
to corroborate reported income based 
on those records. 

Generally speaking, it is important in 
a net worth case to make every effort 
to minimize the apparent understate- 
ments of income and, wherever possible, 
to provide plausible explanations for 
known understatements in an effort to 
negative the inference of fraudulent in- 
tent. In endeavoring to accomplish these 
objectives, however, taxpayers’ repre- 
sentatives frequently do their clients 
more harm than good. As will be noted 
below, timing is exceedingly important. 


Minimizing understatements 


Unless it is reasonably certain that 
the apparent understatements can be 
eliminated or reduced to amounts which 
are unsubstantial or readily explainable, 
it is generally advisable that this show- 
ing be deferred until. the possibility of 


criminal prosecution has been elimi- 
nated. Otherwise, the net result is that 
the taxpayer thereby furnishes the gov- 
ernment with clear-cut proof of under- 
statements which could not have been 
established without the admissions. 

The task of attempting to minimize 
or eliminate the understatements of in- 
come reflected by the government’s net 
worth statements involves a detailed in- 
vestigation in which both the account- 
ant and lawyer should play a role. 
Usually this aspect of representation in 
a net worth case is regarded as an ac- 
counting matter. Although much of the 
digging can best be done by an account- 
ant, the task is basically a fact-finding 
job, not unlike that which is undertaken 
by lawyers in many types of cases. A dis- 
cussion of the techniques that may be 
effectively employed, and the precise 
role that the accountant and lawyer 
should undertake, is beyond the scope 
of this discussion. However, it is to be 
emphasized that the lawyer should ac- 
tively direct the investigation and that 
he should personally inspect all perti- 
nent records. Moreover, the investiga- 
tion should. not be confined solely to the 
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determination of the correct net income, 
but should be utilized to uncover every 
bit of evidence that has any bearing on 
the question of intent. This makes it 
imperative that the lawyer participate 
very closely. 

Often, correction of errors in a net 
worth determination results only in a 
shift of the understatement from year 
to year, rather than in an overall de- 
crease. The shifting of the understate- 
ment may be helpful to the taxpayer in 
some cases, harmful in others. Great care 
must be exercised in determining the 
appropriate time to disclose information 
that may be harmful to the taxpayer. 


Attacking the fraud charge 


To sustain its burden of proving 
fraud, the government must establish 


both an understatement of income and 
an intent to evade tax. Obviously, the 
first step in attacking a fraud determina- 
tion is an attempt to eliminate 
understatements or to reduce 


the 
them to 
amounts which are not substantial. This 
is. not usually possible in net worth 
cases; but it is frequently possible to suc- 
cessfully contend that the government 
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will not be able to carry its burden of 
proof on the fraud issue. 

In criminal cases, it has been readily 
apparent that the government must 
that income understated. 
There has been some confusion in civil 
cases, however, which makes it desirable 
to review briefly the principles govern- 
ing burden of proof in civil fraud cases. 

In proceedings before the Tax Court, 
the burden of proof with respect to de- 


prove was 


ficiencies rests upon the taxpayer, but 
the burden of proving fraud is placed 
upon the Commissioner by statute.? If 
assessment is not barred by the statute 
of limitations, the deficiencies will be 
upheld the taxpayer adduces 
proof sufficient to overcome the pre- 
sumption of correctness attaching to the 
determination. If the 
deficiencies are barred, the taxpayer has 
no burden unless and until the Commis- 
sioner establishes fraud, in which case 
he must burden of 


unless 


Commissioner's 


meet his normal 
proof. 

In order to prove an understatement 
of income in a net worth case, the gov- 
ernment must establish opening net 
worth, including the item of cash on 
hand, with reasonable certainty. The 
taxpayer's failure to disprove the gov- 
ernment’s opening net worth may re- 
quire a holding against him with respect 
to deficiencies not barred by the statute 
of limitations, but should not be ac- 
cepted as tantamount to affirmative 
proof sufficient to carry the govern- 
ment’s burden on the fraud issue. 

Relatively few decisions have clearly 
outlined and observed the requirements 
of the burden of proof in civil fraud 
cases. Frequently, the courts have as- 
sumed that an 
come had 


understatement of in- 
established where the 
record may have warranted only the con- 
clusion that the taxpayer had failed to 
carry his burden of proof as to the de- 
ficiencies. Ocassionally, however, the cor- 
rect result reached on the 
ground that the Commissioner failed to 
fraudulent intent, though in 
reality an understatement of income had 
not been established. 

Although the need for the required 
proof has not been clearly enunciated, 
there has been a definite trend recently 
in the appellate courts to reject arbitrary 
determinations by the Commissioner of 
Internal Revenue with respect to open- 
ing cash on hand. These decisions stress 
the necessity of an accurate determina- 
tion by the Commissioner and require 
that the record contain affirmative proof 


been 


has been 


prove 
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establishing opening cash on hand. 


Challenging use of estimates 


In attempting to prove an understate- 
ment of income on the net worth basis, 
estimates and approximations cannot 
take the place of proof in meeting the 
government’s burden. This, in  sub- 
stance, is why the item of cash on hand 
has caused the government considerable 
difficulty. Frequently, other estimates 
and approximations are found in a net 
worth determination, and the taxpayer's 
representative must be alert to make 
effective use of any such weakness in the 
government's case. 

Items which are often estimated in- 
clude living costs, inventories, receiv- 
ables, and payables. A recent Tax Court 
case serves as an apt illustration of the 
difficulties which the government may 
encounter in relying upon approxima- 
tions in carrying its burden of proof. In 
W. A. Shaw,!© the Commissioner had 
been able to substantiate inventories 
and receivables at the opening and close 
of the net worth period, but had no 
proof of the amounts of these items at 
the end of the intervening years. With 
reference to this approach, the Tax 
Court commented: “Obviously, this pro- 
cedure results in estimates which are, at 
best, crude approximations. If this case 
involved only deficiencies, and the bur- 
den of proof were entirely upon peti- 
tioner, we would have to sustain such 
estimates, for petitioner has done 
nothing to rebut them. .. . But the bur- 
den of proof rests upon respondent in 
the instant case since the deficiencies for 
the years 1941 through 1946 are barred 
by the statute of limitations if fraud is 
not proved for such years. . . .” 

In support of its holding that the im- 
position of fraud penalties could not be 
sustained, the Tax Court added: “The 
basic fallacy in respondent’s approach to 
the merchandise inventories and ac- 
counts receivable is that there are no 
grounds for assuming that they in- 
creased in the rigid, precise fashion of 
an arithmetical progression. The _ in- 
crease in these assets may have occurred 
entirely im one year and the fraud 
might have been consummated solely 
in that year. In such a situation, there 
is no justification for spreading the de- 
ficiencies and fraud penalties over a 
period of years. One of the funda- 
mentals of our income tax system is the 
annual accounting concept and, al- 
though the net worth method of de- 
termining an individual's taxable in- 


come may result in some slight deviation 
from this because of the approxima. 
tions inherent in a net worth compu- 
tation, there is no authority in the 
Code for a complete disregard of the 
principle that each year is a separate 
taxable unit. Where the issue is fraud. 
we cannot assume that such fraud oc. 
curred in each of the years in_ issye 
rather than solely in one.” 


Showing lack of intent 


Although the government has the bur. 
den of proving intent in a fraud case, 
the Commissioner has rarely hesitated to 
impose fraud penalties solely upon the 
basis of understatements of income. All 
too frequently, the Commissioner's posi- 
tion has been approved by the courts, 
even though there was no evidence of 


“concealment or other indicia of fraud. 


Therefore, with respect to understate. 
ments which the Commissioner can 
establish by competent proof, every pos 
sible effort should be made to provide 
explanations which negative the infer. 
ence of fraud. Explanations should not 
be attempted where the government can- 
not clearly prove that income was under- 
stated. In his haste to provide explana- 
tions, the taxpayer frequently makes ad- 
missions which the government needs to 
carry its burden of proof. In some cases, 
however, it is possible to provide al- 
ternative explanations, without con- 
ceding that income was understated. 
In fraud cases involving specific ad- 
justments to income, the importance of 
establishing explanations for the under- 
statements has always been apparent. In 
net worth cases, however, there has been 
a tendency to concentrate on the net 
worth statements. Actually, since the net 
worth method serves to conceal the 
cause of the understatements, explana- 
tions may be of even greater importance 
than in a specific-adjustment case. 
Frequently it is possible to demon- 
strate that the understatements are at- 
tributable, in whole or part, to tech- 
nical adjustments, such as the deduction 
of excessive depreciation or the im- 
proper deduction of capital expendi- 
tures. Sometimes the understatements 
may be due principally to a change in 
the accounting method. Thus, the inclu- 
sion of business receivables in the net 
worth of a taxpayer who has erroneous 


9 IRC 1954, Section 7454(a). The same rule pre- 
vails in the district courts, though there is no 
specific statute applicable. Ohlinger v. United 
States, 219 F.2d 310 (CA-9, 1955); Hargis ¥. 
Godwin, 221 F.2d 486 (CA-8, 1955). 

1027 TC 561 (1956). 
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lv employed the cash basis in reporting 
income will produce understatements 
of income. The explanation, however, 
should serve to avoid the imposition of 


fraud penalties. 

With respect to deficiencies which are 
not due to technical adjustments, it may 
be possible to successfully challenge a 
fraud charge by demonstrating that the 


understatements resulted from mistakes, 
inadvertence, carelessness, poor record- 
ing-keeping, or lack of adequate con- 
trols in the bookkeeping system. This 
is by no means a comprehensive list, but 
full disussion of the many factors which 
are significant in attacking the imposi- 
tion of fraud penalties is beyond the 
scope of this article. * 


New fraud and negligence decisions 





Dave Beck guilty of willful evasion of 
income tax. In 1950-53, while president 
of the Teamsters’ Union, Dave Beck 
used substa>*ial amounts of union funds 
for his own purposes. Using the net 
worth and expenditures method, the 
determined substantial 
omissions of Beck 
that the amounts used were actually 
loans, and in later years did make some 


Commissioner 


income. maintained 


restitution. He also signed Forms 990 
Information return of an exempt or- 
ganization) for the Joint Council Build- 
ing Association of the Teamsters’ Union 
showing payments for building construc- 
tion in excess of actual expenditures. 
\fter an exhaustive charge by the court, 
finds Beck guilty on both 
counts of the indictment, willful evasion 


the jury 


of income tax and participating in the 
preparation of false Forms 990. Beck, 
DC Wash., 2/19/59. 


Farmer’s income reconstructed; 


assess- 
ment barred after 3 years. In reconstruct- 
ing a farmer’s income by the net worth 
method, the court redetermined the cash 
m hand at the end of each year repre- 
sented by bank balances, giving effect to 
hecks outstanding at that time which 
were issued for purposes other than the 
cattle. The 


ised downward amounts representing 


yuurchase of also re- 


court 
ondeductible living expenses pointing 
ut that the taxpayer's habits were not 
extravagant, and that he and his family 
aised practically all their own food. 
Assessment of a 1947 is 


eld barred by the statute of limitations. 


deficiency for 


lhe five-year statute is not applicable 
ecause the recomputation of taxpayer's 
omission in 


income did not show an 


excess of 25%, of the amount stated on 


the return. Clark, TCM 1959-97. 


For net worth computation, inventory is 
to be valued at cost. The Commissioner 
determined a 


deficiency in taxpayer’s 


income for 1946 by use of the net worth 


method. Taxpayer questioned the ac- 
curacy of the Commissioner’s computa- 
tion of the amount of his investment in 
a grocery business which was based upon 
the cost of the inventory held by him at 
the close of the year. He contended the 
value of the inventory was less than its 
cost and should be so listed in the net 
worth computation. The court disagrees. 
In making use of the net worth method 
in calculating the annual income, only 
the cost to the taxpayer of the assets 
used in material, 
since the only concern is what part of 
the taxpayer’s annual income was spent 
on them. With regard to the issue of 
fraud, the finds that taxpayers 
record of two criminal convictions, and 


such calculation is 


court 


the fact that he gave inconsistent and 
implausible testimony with regard to the 
source of his cash is insufficient proof 
of a fraudulent intent. Epstein, TCM 
1959-103. 

Tax- 


Gambler's omissions fraudulent. 


payer, a concessionaire running gam- 
bling wheels and games at carnivals, ad- 
mitted that he did not report all of his 
income for the years in issue. The pat- 
tern of large unexplained bank deposits 
for each of the years involved, the con- 
sistent understatements of income over 
a four-year period, and the failure to 
keep books and records convinces the 
court that some portion of the deficien- 
cies for each of the taxable years was due 
intent to evade 
1959-91. 


to fraud with 
Reiben, TCM 


tax. 


No proof of failure to report income. 
In light of all the evidence, the court 
finds that taxpayer did not operate his 
own business during 1945, but was in 
fact acting as agent for a Mexican lum- 
ber exporting company. He therefore 
did not realize income which he failed 
to report, and his 1945 return was not 
false or fraudulent with intent to evade 
The Commissioner had also 


tax. con- 
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tended that during 1946-1948 taxpayer 
carried on operations through a dis- 
guised lumber partnership, or in the 
alternative. as one of the owners of the 
Mexican company, and had received un- 
reported dividend distributions. Again 
the court holds for taxpayer since there 
is no indication that taxpayer received 
more than his reported salary, includ- 
ing commissions and bonuses, as agents 
for the company. In the absence of proof 
of unreported imcome, the 1946-1948 
returns are not deemed fraudulent. 
Mitchell, TCM 1959-49. 


Court decreases living expense in net 
worth computation [Acquiescence]. The 
Commissioner computed the taxable in- 
come of a dentist for the years 1943 
through 1949 by means of the net worth 
method. The court reduced the allow- 
ance for living expenses to $2,000 a year. 
Smith, 31 TC 1, acq. IRB 1959-13. 


Gross profits method used to reconstruct 
income. The Tax Court approved, and 
this affirms, the 
reconstruction of income. The Commis- 
sioner recomputed income from tax- 
payer’s retail jewelry partnership based 
on a percentage of gross profits. Un- 


court Commissioner's 


explained deposits were considered sales 
made by taxpayer rather than the part- 
nership. The fraud penalty was imposed. 
Bernstein, CA-5, 5/29/59. 


Bar owner’s income reconstructed by 
net worth; omissions fraudulent. The 
sole proprietor of a bar business failed 
to keep cash register tapes or any other 
data with which the actual receipts from 
his business and the entries in his simple 
checked, 
His net in- 


accounting records could be 
verified, and substantiated. 
come is held to have been properly con- 
structed for the period 1945 through 
1951 by a net worth analysis. Further- 
more, since the amounts of unreported 
income in each of the years involved, as 
found by the net worth computation, 
are of substantial amounts, the court 
concludes that they could not have been 
omitted. On 


and 


unintentionally the basis 


that consistent substantial under- 
statements of income over a period ot 
several years is highly persuasive evi- 
dence of a fraudulent intent, the court 
finds the Commissioner has adequately 
met his burden of proving fraud for all 
years. Assessment and collection of the 
deficiencies are therefore not barred by 
Napuche, 


the statute of limitations. 


TCM 1959-112. 
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IRS in 59-85 narrowly interprets 


“similar credit” for foreign taxes 


——, 901(b)(3) of the Internal Rev- 
enue Code allows to resident aliens a 
credit for foreign taxes paid, provided 
the foreign country of which the alien 
resident is a citizen or subject (not the 
foreign country to which he pays the 
allows a 
similar credit to citizens of the United 
States residing in such country. 

In a recent ruling (Rev. Rul. 59-85, 
IRB 1959-11,37), the Service was asked to 
pass on the availability of a foreign tax 


tax) in imposing such taxes, 


credit for taxes paid to France by a 
Belgian citizen who is a resident of the 
United States. Belgium does not allow 
a foreign tax credit under 
, under Article XII 
(3) of the income tax convention be- 
tween the United States and Belgium, 
a citizen of the United States residing in 


its own in- 


ternal law. However 


Belgium is allowed a credit against Bel- 
gian tax but only with respect to income 
from sources within and taxed by the 
United States. 

Thus, it is clear that as to taxes paid 
the similar credit require- 
ment is satisfied. However, the question 


to Belgium. 


at issue was the credit allowed to this 


taxpayer for French taxes. As to taxes 
paid to other foreign countries, the Regu- 
lations have adopted specific provisions 
Code resident 


under the allowing a 


credit for such taxes if the country of 
which he is a citizen or subject allows 
a Similar credit. The Regulations provide 
that, in order to satisfy the similar credit 
requirement, the foreign country must 
permit United States citizens residing 
therein to credit against their income 
taxes the taxes paid to such other for- 
eign country unless in imposing its in- 
come taxes it exempts from taxation the 
income of the United States citizen resid- 
ing therein sources within the 
other foreign country. 


from 


Pursuant to a tax convention and an 
administrative agreement 
France and Belgium, the 
come 


between 
items of in- 


involved in this ruling derived 


from sources within France by residents 
of Belgium are exempt from tax by 
France and taxed by Belgium. On these 
facts the Service ruled that Belgium can 
not be regarded as either allowing a 
credit for income taxes paid to France 
nor as allowing an exemption from taxa- 
tion of income earned in France. Ac- 
cordingly Belgium does not satisfy the 
similar credit requirement with respect 
to income taxes paid to France and 
Belgian citizen residing in the United 
States may not credit against his United 
States income taxes income taxes paid to 
France. 

For a better understanding of this 
ruling it is desirable to refer briefly to 
the general objectives of the foreign tax 
credit. Since the United States imposes 
tax on global income of its citizens and 
residents, it is clear that there will be 
double taxation on U. S. citizens and 
residents who also derive income from 
sources within a foreign country which 
imposes a tax on the basis of source. To 
minimize the burden of double taxation 
many countries (including the United 
States) have resorted to the device of 
bilateral double-taxation agreements in 
which one country defers to the other in 
the taxation of specified items of income. 
Usually the country of source will defer 
to the country of nationality or resi- 
dence of the taxpayer. 

In addition, some countries (of which 
the United States is one) have been 
able to achieve a comparable objective 
by the unilateral allowance of a for- 
eign tax credit by internal legislation. 
Such legislation customarily defers to 
the country of source. Where the tax- 
payer is a resident alien the benefits of 
this unilateral legislation are subject to 
the condition that the country of which 
he is a citizen or subject grants re- 
ciprocal benefits to citizens of the United 
States residing therein. This require- 
ment of reciprocity does not demand 
that the foreign country have a foreign 


tax credit structure completely compar- 
able to ours, and a resident alien will 
be allowed a limited credit to the extent 
that his home country has a foreign tax 
credit structure which is more limited 
than ours . 

It seems clear that, technically, this 
ruling is correct. However, in our opin- 
ion, the Regulation on which it is based 
goes further than is required by the 
spirit of the statute. It is quite or. 
mal, as we have indicated above, that 
in double-taxation agreements the 
country of source will waive its rights 
to tax in favor of the country of resi- 
dence. The administrative agreement 
between France and Belgium is con. 
sistent with that general pattern. Rev, 
Rul. 59-85 interprets the reciprocity re. 
quirement as compelling the foreign 
‘country to solve problems of double 
taxation on a unilateral basis by de. 
ferring to the country of source. There 
is no doubt that by virtue of the Franco. 
Belgian agreement United States citi- 
zens residing in Belgium and receiving 
income from sources within France were 
not subject to double taxation on that 
income. Had _ this result beer 
achieved by internal legislation that de- 
ferred to the country of source it is 
clear that Belgium would have been 
regarded as satisfying the similar credit 
requirement. To hold otherwise merely 
because Belgium has adopted the widely 
accepted method of the double taxation 
agreement seems unduly restrictive, and 
in disregard of the increasingly popular 
practice of solving double taxation prob- 
lems by resort to the bilateral double 
tax convention. 


same 


Since our statutory foreign tax credit 
originated long before the double taxa- 
tion conventions became popular, it is 
not surprising that no consideration is 
given in the statute to the possible use 
of the treaty as a device to minimize 
double taxation and the possible effect 
of its use. Certainly under Rev. Rul. 
59-85 a resident of the United States is 
being subjected to double taxation be- 
the country of his citizenship 
chose to eliminate double taxation by 
resort to a tax convention rather than 
to internal legislation. Nor does the in- 
equity end there. An American citizen 
residing in Belgium and deriving in- 
come from sources within France of a 
kind to which the  Franco-Belgian 
Treaty would apply would pay income 
taxes to Belgium and none to France. 
When our hypothetical American citizen 
seeks to credit this Belgian tax he will 


cause 
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discover that since his income is from 


sources within France, the credit is 
unavailable. Consequently he, too, will 
be subject to double taxation, notwith- 
standing the fact that it was clearly the 
policy of the country of his residence 
(Belgium) to avoid double taxation as 
evidenced by their entering into a tax 
convention, as well as the policy of his 
country of citizenship (the United 
States) to avoid double taxation where- 
ever possible. Where the clear-cut policy 
of both interested countries is thus 
dearly not effectuated it certainly would 





Foreign tax credit computed for mutual 
insurance company. The Tax Court re- 
states its prior position that a mutual 
insurance company in computing its 
the 
numerator of the limiting fraction that 


foreign tax credit must use as 


portion of the foreign income which is 
investment income. Lumbermens 
Mutual Casualty Co., TCM 1959-52. 


net 


Income-tax convention with Pakistan 
now in effect. The income-tax conven- 
tion with Pakistan is now in effect, the 
instruments of ratification having been 
exchanged. The convention follows the 
general form of tax conventions between 
the U. S. The 
much- discussed tax-sparing article is not 
included in the convention as finally 


concluded. The Pakistan law providing 


and other countries. 


for incentive reductions in tax expired 
prior to the ratification. State Dept. 
Release 349. 


Hawaiian cost-of-living allowances will 
continue to be exempt. Cost-of-living al- 
lowances paid civilian employees of the 
U. §. stationed in Hawaii will continue 
to be tax exempt after Hawaii becomes 
This rule, to that 
adopted for Alaska, is based on the con- 
dusion that when the legislation making 
allowances tax exempt was adopted Con- 


state. similar 


gress. was considered geographic and 
economic factors and not the status of 
the area as a territory. TIR-154. 


Withholding not required on distribu- 
tion to nonresident alien beneficiary. 
\ resident trust with nonresident alien 
beneficiaries is required to make distri- 
butions which are in excess of its dis- 
tributable net income as defined for tax 
purposes. The IRS rules that the fidu- 
Cary is not required to withhold income 


New foreign decisions this month 


appear that something is wrong. Possibly 
the Internal Revenue Service had no 
alternative under existing law, and in- 
deed it will have no alternative when- 
ever it faces up to the question of the 
American citizen living in Belgium and 
earning income in France. It may there- 
fore be up to the Congress to reappraise 
the situation in the light of the now 
undisputed popularity of double taxa- 
tion conventions with a view to insuring 
that such admittedly inequitable re- 
sults are corrected and cannot recur in 
the future. * 


tax on the distribution which exceeds 
the beneficiary's share of the distribut- 
able net income. Rev. Rul. 59-177. 


Credit for Cuban net income tax. Cuban 
taxes imposed under Article 2(b) of Law 
Decree No. 1005 of July 26, 1953 (Rural 
Housing Tax) are income for 
which the foreign tax credit is allowable. 
Rev. Rul. 59-192. 


taxes 


Nonresident alien trustee of foreign 
trust need not file returns. A nonresident 
foreign trustee of a foreign trust created 
by and for the benefit of a non-resident 
alien individual is not required to file a 
U. S. tax return for the trust. The trust 
U. S. business; its gross 
income from U. S. sources is under $15,- 
400; and the tax liability is satisfied 
through the withholding at the source. 
Under the Code 
does not require that a return be filed. 
Also, the trustee need not file a return 


carries on no 


these circumstances 


for the alien beneficiary because the 
beneficiary is not engaged in a U. S. 
business; is not taxable on the trust in- 
come; and derives no gross income from 
U. S. sources. Rev. Rul. 59-167. 


Nonresident alien individuals may treat 
U. S. income as community. A husband 
and wife, citizens and residents of Hol- 
may divide the income from 
sources within the U. S. which consti- 


land, 


tutes community income under the laws 
of Holland. Since they ane non-resident 
aliens, they are taxable on income from 
United States sources only. They may 
file separate United States income tax 
returns and the Internal Revenue Serv- 
ice applies in this case the principles 
which are applicable to residence of the 
U..S. who are domicile in a community 
property state. Rev. Rul. 59-199. 


Foreign aspects of taxation * 
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Indispensable for sound ———. 








Accountants’ 
Handbook 


A-to-Z guidance for all 
who use accounting in- 
formation or help to pre- 
pare it. 4th Edition ex- 
plains the many over- 
lapping accounting, legal, 
and regulatory factors that 
affect vital decisions con- 
cerning taxes, financial 
reports, executive pay 
plans, dividends, depre- 
ciation policy, changing 
price levels, etc. 


ACCOUNTANTS” 
HANDBOOK 





Standard authority for over 35 years, the 
Accountants’ Handbook reflects sound 
principles, successful practice over the en- 
tire field of business and financial account- 
ing. Public Accountants regularly consult 
the Handbook in planning and executing 
audits, in undertaking systems work, in de- 
ciding important questions of policy and 
precedent. Accounting personnel and 
staff accountants refer to it for sure guid- 
ance on fundamentals, terminology, form 
and procedure—for clear coordination of 
accepted theory and practice. Treasurers 
and controllers rely on the book in main- 
taining efficient controls; cutting organiza- 
tion costs for personnel, records, machines; 
coordinating work of accounting and other 
departments. Businessmen everywhere 
find the Handbook indispensable for quick 
advice on all problems of a legal, regula- 
tory, or accounting nature. 


Complete coverage of: Financial State- 
ments. Statistical Methods and Tables. 
Employee Compensation. Investments. In- 
tangible Assets. Inventories. Liabilities. 
Retained Earnings, Appropriations, Divi- 
dends. Buildings. Partnership, Governmen- 
tal, Institutional, Fiduciary Accounting. 
Taxes. The Independent Accountant. Etc. 


Rufus Wixon, Editor; Walter G. Kell, 
Staff Editor; with 28 Contributing Editors. 
407 ills., tables; 1,616 pp. $15 





Office Management Handbook, 2nd Ed. 
250 ills., tables; 844 pp. ; 

Financial Handbook, 3rd Ed., Rev. Print. 
139 ills., tables; 1,289 pp. 12 


USE THIS COUPON TO ORDER... 
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Income for depletion base is net after 
sales company’s commission. ‘Taxpayer, 
which mined and crushed stone, made 
all its sales through a sales company 
owned jointly by taxpayer and another 
stone crusher. The sales company had 
no trucks, no inventory and never re- 
ceived delivery. Shipments to customers 
were F.O.B. taxplayer’s plant. The sales 
company deducted its commission and 
selling costs, and remitted the balance to 
taxpayer, regardless of collection from 
its customer. It established its own sell- 
ing prices, supervised its own internal 
operations, sent monthly statements ad- 
vising the 
the selling company was to remit. The 
court finds the relationship between tax- 


taxpayer of the net amount 


paver and the sales company to be ven- 
dor and vendee, not agent and principal. 
Taxpayer may include in its gross in- 
come on which percentage depletion is 
computed only the net received from 
the selling company after it deducted 
its sales commission. Camp Concrete 
Rock Co., DC Fila., 5/23/59. 


Bagging limestone is ordinary treatment 
process. Since it is #mpractical to ship 
limestone in bulk, bagging is an ordin- 
ary treatment process. The sales price of 
the 
computing percentage depletion. Texas 
Carbonate Co., DC Tex., 3/24/59. 


the bagged limestone is base for 


Coal stripping contractor not entitled to 
percentage depletion. Taxpayer, a coal 
held 


titled to percentage depletion on the 


stripping contractor is not en- 
ground that he had no capital invest- 
ment or economic interest in the coal in 
place. His contract was terminable on 
short notice without cause and merely 
required him to provide the equipment, 
do the work of strip-mining at fixed 
prices to the owner of the coal, and to 
deliver the coal to the owner. Pennwei 


Construction Co., TCM 1959-90. 


Depletion base of coal determined. 
When the taxpayer uses, rather than 
sells, the coal he mines, he 


computes 
percentage depletion on a representa- 
tive market price. If there is no repre- 
sentative market, a mine operator who 
uses coal in its own operations computes 
1 theoretical income from coal by assign- 
ing a proportionate part of its total 


profit as applicable to the coal mining. 


New decisions affecting special industries 


August 1959 


The court upholds the Commissioner's 
contention that there was a representa- 
tive market price on which to base tax- 
puayer’s depletion. However, taxpayer 
is permitted to use the proportionate 
profits method in determining gross in- 
come for its iron ore mining since there 
was no representative market for tax- 
payer's mined ore. Woodward Iron Co., 
DC Ala., 5/11/59. 


Unitization agreement not an exchange; 
does not effect a new depletable unit. 
Taxpayer, which held two separately de- 
pletable oil producing properties, 
claimed percentage depletion on one 
and cost depletion on the other. It en- 
tered into a unitization agreement with 
five other companies providing for the 
their 
properties under centralized production 


consolidation of all producing 
management. Each company was to re- 
ceive its respective share of oil from the 
whole pool. The Tax Court overruled 
the Commissioner’s contention that the 
untization agreement constituted a tax- 
free exchange by taxpayer of its rights 
in the two properties for a new and 
separable depletable economic unit, and 
it held each participant had exactly the 
same interests and rights in its respective 
properties after unitization as_ before. 
Taxpayer was permitted percentage de- 
pletion on unitized oil production at- 
tributable to the first property, and cost 
depletion on the part attributable to the 
second. This court affirms. [The IRS 
non-acquiesced in the Tax Court deci- 
sion, IRB 1958-17.—Ed.] Belridge Oil 
Co., CA-9, 5/11/59. 


“Sand” and “quartzite” defined in terms 
of loose material and rock. The Com- 
missioner’s determination that the prod- 
uct mined by taxpayer was sand, rather 
than quartzite and that taxpayer was, 
therefore, entitled to only a 5% deple- 
tion rate (as against 15% for quartzite) 
was upheld by the Tax Court. The court 
pointed out that, even though taxpayer's 
product qualifies as quartz by chemicai 
composition or crystallographic arrange- 
ment of the substance, the particle na- 
ture of the mined product does not 
qualify it under the commonly under- 
stood commercial distinction between 
sand as a loose mass of granular material 
and quartzite as a compact granular 


rock. This court affirms. The Tax Court 


was not bound to rely on the taxpayer's 
witness to determine what Congress jn. 
tended, but rather by the. commonly 
understood definition of the term. South 
Jersey Sand Co., CA-3, 6/4/59. 


Several oil leases can’t be treated as q 
single property loss. Taxpayer made a 
single lump sum payment of $5,000 for 
an interest in five oil and gas leases, 
Four out of the five leases were can- 
celled or surrendered separately in years 
prior to 1943. Nevertheless taxpayer con- 
tended that since the leases constituted 
a single property for depletion purposes 
it should be so treated for loss purposes. 
Hence, he deducted the total cost of 
$5,000 in 1953 when the property was 
completely and permanently given up in 
its entirety upon the cancellation of the 


.last of the leases. The court disagrees 


and holds taxpayer is entitled to a loss 
deduction in 1953 only with respect to 
the lease cancelled that year. In deter- 
mining this loss, the court allocates the 
cost of $5,000 among the five leases on a 
per-acre basis. Maytag, 32 TC No. 26. 


Transfer of carved out oil payments is 
an anticipatory assignment of income. 
An assignment to a charity of rights to 
receive specific sums out of taxpayer's 
royalty interests in the production of 
oil and gas, is held to constitute an an- 
ticipatory assignment of rights to receive 
future income, and thus is taxable to 
the cash-basis donor when and as re 
ceived by the charitable donee. Also, 
an assignment to the charity of rights to 
receive the proceeds of oil and gas al- 
ready produced, likewise constitutes an 
anticipatory assignment of future in- 
come. Flewellen, 32 TC No. 31. 


CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and _ similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 














TAX ACCOUNTANT. Must be C.P.A. 
to head tax department of midwest office 
of national firm. Wide experience re 
quired, together with poise and ability 
to deal with clients. Generous salary for 
qualified man. All replies will be held 
in strict confidence. Box 154 Journal ol 
Taxation, 147 E. 50th St., New York 22, 
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beRAL—BOOKS 

J W ed., 1958 Major Tax Plan- 

Matthew Bender Co., (Albany, 
2) $14.50. Papers delivered at the 
versity of Southern California 
ol of Law Annual Institute on 
jeral Taxation. 
»S A & Beck D, Tax Avoidance 
“Taz Evasion, The Ronald Press 
(New York, 1958), 220pp, $10 
450 on subscription) (Tax Prae- 
mers Library). Features charts of 
dance techniques litigated and 
ings. 
— RS, Arms Length Trans- 
ons. The Ronald Press Co., (New 
rk, 1958) 169pp. $10.00. (Tax 
wtitioners Library). Features 
rts setting forth taxpayer's argu- 
wots in each case opposite the find- 


fon RS, Sound Business Purpose, 
» Ronald Fress Co. (New York, 
8), $10.00. (Tax Practitioners Li- 

). Features charts setting forth 
wpayer’s arguments in each case 

osite the finding. 
+ JJ, Ed., Working with the Rev- 

« Code-1958, American Institute of 
s (New York, 1958), 238pr. Com- 
nts, brought up to date from 
of Accountancy Tax Clinic 








4-1905. 
somery’s Federal Taxes, The Ron- 
Press Co. (New York, 1958) 
jpp, $25.00. Clear and concise ex- 
L ation by taxpayers of national 
4 form for business managers and 
stors as well as professional tax 


cman R, Alexander’s Federal Tax 
dbook, The Michie Co. (Char- 
tesville, 1958) 1261pp. $20.00 
n & Johnson, Current Legal 
rms with Tax Analysis, Matthew 
ler & Co., (New York) 4 vol., 
se-leaf) $75. Legal forms, with 
cial emphasis upon the alternatives 
tated by tax saving opportunities: 
rs partnerships, employment and 
pensation, corporate organization, 
#f goods, business and stock sales, 
lit and finance, estate plans, wills 
will clauses, husband and wife, 
sts, charities. 

D J, Assignment 
Ronald Press Co. (New York, 
§), 13lpp, $10 ($8.50 on subscrip- 

(Tax Practitioners Library) 
ts of justification of attempted 
gnments and findings 

Major Income Tax Act—Law 
| erimetion. Commerce Clearing 
se (Chicago, 1958), 128pp, $1.50 
ration 1959 Filled-in Tax Return 

jor 1958 Income, Commerce 
ing House (Chicago, 1958), 56pp 


——— 





of Income, 





: 
f: 
a lual’s 1959 Filled-in Tax Return 
ms jor 1958 Income, Commerce 
ring House 
& lazer 1959, 


(Chicago, 1958), 


51.00 
Commerce Clearing 
se (Chicago, 1958), 1,248pp $17.50 
as Mannal, P rentice-Hall, (En- 
od Cliffs) 1958, 1280pp 


lidated Index to proceedings of 
York University Institute on 
| Taxation, 5th through 16th. 
‘sand Company, (Albany, 1958), 





¢ Index 1948-1958 Tax In- 
Il niversity of Southern Cali- 
School of Law on Major Tax 


ming, Banks and Company, (Al- 
1959). 





SOUNTING—BOOKS 


field H & Griesinger F K, Sale- 
sebacks and Le asing in Real Estate 
Equipment Transactions, Me- 
w-Hill (New York, 1958), 107pp, 





hlished monthly. It covers books, periodicals and pamphlets pub- 
| during the past four to six months (including The Journal of 
lion). It includes a subject index; index to cases, Rulings and 
. sections; author index, and will in January and July include a 
‘ names and addresses of all publishers whose material is in- 
|, References which are removed afler six months will ultimately 


blished in pamphlet form, cumulating for several years. 


$15.00. Business, tax, legal and ac- 
counting factors analyzed 

Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 

Stanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 


ACCOUNTING—ARTICLES 


Advantages and disadvantages of ac- 
crual, installment, completed contract, 
percentage of completion methods for 
individuals and corporations, Schan 
W A NYU tI1TthInst, p241, 12pp 

Code standards for determining period 
over which improvements to renew- 
able lease may be amortized, analyzed. 
Problems in application foreseen, 
Lurie A 11JTAX22, July59, 4pp 

IRS errs in position that cancellation 
of a leasehold produces ordinary in- 
come if property has been sublet; Tax 
Court decision in Metropolitan Build- 
ings analyzed, criticized, Rubin R, 
10J TAX334, June59, 3pp 

Survey of recent developments in areas 
where tax and commercial account- 
ing differ; consideration of underlying 
causes for divergence, Emery W M 
NYUI7th Inst, p183, 26pp 

accrual 

Analysis of claim or right and other 
accounting cases on scope of power 
to determine whether taxpayer's sys- 
tem reflects income, 11JTAX79, Aug, 
59, 4pp 

change of method 

Changes made before and after 1954; 
the 1958 law; current status of volun- 
tary changes and those required by 
the Commissioner, Holzschuher C Jr 
NYUI7thInst, p249, 8pp 

reserves 

Criticism of Supreme Court 
that dealers’ reserves 
financing are income, 
11JTAX74, Aug59, 2pp 

tax benefit rule 

Tax saved by deduction is not added to 
tax in year of recovery; income must 
be increased, 10JTAX337, Apr59, Ip 


ALIMONY 


IRS announces it will separate identifi- 
able child support from alimony, 10 
JTAX184, Mar59, Ip 


holding 
withheld on 
Herzberg A, 


ANNUITIES 

Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran BS & 
Lynch W B, 13CLUJ14, Winter58, 


12pp; 10JTAX322, June59, 5pp 


CAPITAL GAINS ANP LOSSES 

Statement of the law affecting basis of 
specific types of property; gifts, in- 
heritances, stock rights, patents, etc. 
Thomas M, NYU17thInst. p561, 18pp 

What is sale? Cases on cancellations, 
extinguishments, collected & analyzed, 
Levy P A, 10JTAX212, Mar59, 5pp 

COLLECTION OF TAXES 

liens 

Summary of ABA recommendations for 
legislative changes, Baldinger M I, 
26JBADCo1142, April59, 5pp 

ABA recommends changes in priority 
of Federal tax liens, 10JTAX228, Apr 
59, 3pp 

transferee liability 

Decision in Stern approved as giving a 


definite standard, Hill W C NYU17th 
Inst, p25, llpp 
COMPENSATION 
Consolidation Coal shadow stock de- 
ferred compensation plan outlined, 


UMULATIVE INDEX TO CURRENT TAX LITERATURE 


cumulative index of all significant current practical tax material 


minority stockho!der’s suit which in- 
validated it discussed; tax implications 
of that decision,’ Shelmerdine W, Jr, 
NYU I7thInst, p933, 18pp 

Corporate executives problems; plans 
for deferred compensation should 
recognize probability of double tax 
and endeavor toe lighten burden by 
using trusts, ~ several beneficiaries, 
ete., option at retirement under pen- 
sion plans; estate and income tax 
problems especially if no capital gain 
options are available; deferring re- 
ceipt and choosing several benefici- 
aries, planning aspects of restricted 
stock options, Miller P, NYU17th 
Inst. p1171, 40pp 

duPonrt’s bonus program described and 
analyzed; footnoted to the law and 
the literature, Cor A H, NYUI7th 
Inst, p905, 28pp 

Explanation of the spreadhack for long 
term services compensated in large 
part in one year; law, rulings. cases, 
RBonagura R F, 1073 Account57, Mar 
59. 6pp 

Ford pension and deferred comvensa- 
tion plans detailed, and provision an- 
alyzed in terms of the Code, Regula- 
tions and wnublished literature. Fill- 
man J R, NYU17TthInst, p883, 22pp 

Informed comment on pract‘cal and tax 
aspects of new types of fringe bene- 
fits; medical expenses; group term: 
health and accident and other insur- 
ance; options; meals and lodeinz; 
scholarships. Schreiber I, NYU17th 
Inst. p607, 20np 

Survey of typical provisions in employee 
savings and investment plans: tax 
aspects covered briefly, Harvey W 
98Tr&Est92, Mar59, 3np 

Popular forms of deferred compensation, 
capital gain opportunities through 
stock options and handling reimbursed 
expenses. Practical. refers to SEC, 
other legal problems, Mirandy S F, 


40LRB&MJ50, 13pp 

Practical questions and answers on 
what to include in an insured de- 
ferred compensation agreement, 
Thornburg J F, 10JTAX171, Mar59, 
4on 

Restatement of principles underlying 


compensation 
R E NYU17thInst, 


reasonable 
Graichen 


cases, 
p11z7, 


8pp 

Unfunded deferred comvensation plans 
of Ford, duPont and Consolidation 
Coal summarized and the way they 
handle difficult pre“ems e ~mmented 


upon, Bergen KF W, NYU17thInst, 
p87s, 4vp 
CORPORATIONS—BOOKS 


Anthoine R, Corporate Tax Flection to 
Pasa Income and I oaa to Shareholdera, 
Practicing Lew Institute (New York. 
1958) 44pp, $2. Analvsis by 11 
lawyers presented at Octoher 1958 
forum. as revised by the editor 

Anthoine R & Stinson G. Tax-free Ex- 
changes, Practicing Law Institute 
(New York. Rev. 1959) 118pp. $2 

Holland, Daniel M. The Income-Tax 
Rurden on Stockholders, Princeton 
University Press (Princeton, 1958), 
241pp. $5.00. 

Surrey S S, Income Tax Problema of 
Corporations and Shareholders, Vhe 
American Law Institute (Philadelnhia. 
1958) T74pp. This annual renort of 
the American Law Institute tax nro- 
ject sets out the current tentative 
views of the ALI tax staff on changes 
that are needed in taxation of corno- 
rate distributions. terminations. re- 


organizations, loss-carrvovers, mu'ti- 
ple corporations, attribution rules, 
debt financing. 

Lore. M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 


261pp. $10.00. (Tax Practitioners Li- 
brary). Features charts settine forth 
the factual situation in each ense 
and taxpayer’s argument against the 
finding. 


CORPORATIONS—ARTICLES 


buy-sell agreements 

Practical summary of the tax stats of 
a corporate buy-sell acreement for a 
small business today. Rusehmaun -Jr., 
C S & Carr Jr., J R, 45ARAI292, 
Mar59. 3pp 

Script for conversations between iver 
and seller of a business and their 
lawyers and accountants; tovies dis- 
cussed include bargaining for price, vse 
of loss cafryover, basis problems. 
Bierman J D, Silverstein L, Kahn E 
L. Terru G, Schapiro D, Addison J, 
NYU 17thInst. 0717, 54pp 

Tax Court seen diluting benefits of new 


burden-of-proof rules; discussion of 
the immediacy test, acceptable pur- 
poses for surplus, problems in con- 
trolled corporations, the effect of re- 
demption of minority and majority 


interests; planning to avoid 531 
troubles, Weithorn Stanley S NYU 
17thInst, p299, 28pp. 

collapsible 

Mills Committee advisory group pro- 


posals, as revised, present funda- 
mentally new rules very wide in scope 
and uncoordinated. Rejection and 
further study urged, Sugarman N A, 
10JTAX273, May59, 4pp 

Regulations analyzed, criticized as un- 
warranted, Wilkina T M TulTaxInst 
511, 1958, 29pp 

Tax Court definition of substantial part 
in Kelley case analyzed; conflict with 
CA-3 in Abbott noted; result ques- 
tioned as outside spirit of statute, 
Hewitt J, 11JTAX10, July59, 4pp 

Thorough and precise explanation of 
the changes made by the 1958 Act, 
Friedman W H and Silbert G, NYU 
l7thInst. p665, 20pp 

dividends 

Effect on earnings and profits of dis- 
tributions not in liquidation. Analysis 
of changes in the statute and detailed 
consideration and criticism of present 
rules. Urges more consideration of 
economic realities and accounting con- 
cepts. Discussion of problems when 
stockholders sell the dividend prop- 
erty; inventory and non-inventory 
property grad Ps = 
depreciated prop nd 
basis ma Block N NYUITehinet p 
267, 32p 

electing to. tax income to owners 

Discussion of the considerations deter- 
mining whether a business should be 
formed as partnership, proprietorship 
or corporation electing under Sub- 
chapter S. Tax problems at forma- 
tion, during operations, upon sale of 
the business or death or retirement 
of an owner, Willis A B, 11LJTAX66, 
Aug59. Spp 


Distributions by electing corporations 
need careful control, Alkire D L, 10 
JTAX132, Marb59, Ip 


Exposition of the law, rulings (prior to 
proposed Regulations) pointing out 
uncertainties and ambiguities likely to 
result in litigation. Scholarly, exten- 
sively footnoted to legislative history, 
Anthoine R, 58ColILR1146, Dec58, 50pp 

Accounting options of new corporation 
reason for incorporating partnership 
and electing, Butler S D, 10JTAX134, 
Mar59, lp 

Consideration of advantages and dis- 
advantages, EKidenberg N, 29NYCPA 
266, Apr59, 8pp 

Law summarized, Hayden M F, 22Conn 
CPA7, Mar59, 5pp 

Advantages and disadvantages of an 
election; proposed Regulations an- 
alyzed, criticized, Mickey P F & Wal- 
lick R D, 10JTAX268, May59, 6pp 

List of danger spots and IRS interpreta- 
tion as shown by proposed regula- 
tions, Peel F W, LOS TAX 357, Juned59, 
lp 

Practitioners at hearing object to pro- 
posed regulation barring election to 
liquidating corporation; royalties issue 
raised, 11JTAX13, July59, 2pp 

Summary of !aw; consideration of inter- 
relation with other sections. especially 


collapsibles, liquidations, thin incor- 
poration 33StJLRI187, Dec58, 21pp; 
reprinted in part, 10JTAX223, Apr 


59, 2pp 

formation 

Problems in choosing structure; practi- 
eal, thoughtful, comprehensive; cita- 
tions to cases and articles, Helleratein 
J R TulTaxInst416, 1958, 32pp 

liquidations 

Installment obligations received in liqui- 
dation; problems of intercorporate 
indebtedness; distribution of rights 
to receive income; IRS interpretations 
of Section 337; dangers in the use of 
a liquidating trust: Subchapter S and 
collapsibility, Katcher R, NYU17th 
Inst. p827, 30pp 

preferred stock 

Advisory group proposals on taxation 
of preferred stock dividends analyzed, 
criticized, Lest C D, 11dTAXT70, 
Aug59, 2pp 

Proposals of advisory group for changes 
in 306 analyzed, criticized, Brooks G 
W, 11JTAX14, July59, 3pp 

redemptions 

After redemption (at 
value) of close corp. stock to pay 
estate tax (Sec. 303) estate agrees to 
higher estate tax value. What does it 


reported tax 








owe corp? Should more stock be re- 
deemed? Beyond 303 limits? At what 
price? Brief but cogent, Bachrach J, 
107J Account78, March59, 2pp 

Mills Group proposals for changes in 
law analyzed, Donaldson J B & 
Hobbet R, 10JTAX222, Apr59, 2pp 

Holsey decision disapproved; courts 
should consider motives in redemp- 
tion to prevent avoidance in close 
corporations, 12VandLRev505, March 
59, 8pp 

reorganization 

Dividing a business: problems in debt 
and recently acquired securities as 
boot; allocation of basis and of earn- 
ings and profits; statutory tests of 
control, subsequent sale, active busi- 
ness. Practical comment on how to 
avoid some of these difficulties espe- 
cially where the IRS position is not 
yet clear, Marold C J, NYU17thInst, 
p857, 22pp 

Methods of achieving a tax free acquisi- 
sition of all the assets of a less-than- 
wholly-owned-subsidiary, Donnelly T 
J, 37Taxes203, Mar59, 6pp 

Meaning of “in pursuance of the plan 
of reorganization” in legislative his- 
tory, cases, Regulations ard rulings. 
Despite narrow definition in Regula- 
tions it has been interpreted as in- 
cluding transactions not defined as re- 
organizations but germane to the 
business of one party or effecting a 
readjustment of interests. Develop- 
ment of this concept would, author 
says, make business purpose test un- 
necessary and would clarify soot and 
liquidation transactions corpsected 
with defined reorganizations. Foot- 
noted to literature and recent pro- 
posals for legislation. Manning FE, 72 
HarvLR881, Mar59, 37pp 

Law and proposed revisions in treat- 
ment of debt in corporate amalgama- 
tions; continuity of interest; solely- 
for-stock requirements, Silverman J, 
10JTAX354, Apr59, 3pp 

small business investment companies 

Personal holding company ruled ap- 
~~ to SBICs, 10JTAX142, Mar59, 
p 


thin 

Meticulous analysis of the development 
of the doctrine and shift from em- 
phasis on ratios (tables of ratios ap- 
proved and disapproved included) to 
current reliance on intent. Subchap- 
ter S and Section 1244 seen as end- 
ing some but not all thinness prob- 
lems. Concludes with advice on how 
to avoid thinness trouble, Caplin M, 
NYU17thInst. p771, 56pp 


DEDUCTIONS &G EXPENSES—BOOKS 


How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

Wriggens, J C & Gordon, G B, Repairs 
vs. Capital Expenditures, The Ronald 
Press Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS G EXPENSES—ARTICLES 


Regulations now require capitalization 
of payroll taxes on construction, Hel- 
stein R, 29NYCPA310, Apr59, 1p 

Allowing employee to deduct cost of de- 
fense against rape charge approved; 
cases on criminal costs analyzed, 34 
NotDamL271, Apr59, 6pp 

advertising 

Treasury plans no change in rules on 
deductions for institutional advertis- 
ing Undersecretary Scribner says, 10 
JTAX217, Apr59, 2pp; similarly 37 
Taxes230, Mar59, 2pp 

clothing 

Oregon lists types of clothing deductible 
(its rules are similar to Federal), 
11JTAX89, Aug59, 2pp 

employees 

Current cases, typical IRS positions on 
treatment of disallowed employee ex- 
penses, Klett J C Jr. NYU17thInst, 
pl47, 10pp 

illegal 

Close analysis of development and 
present status of limitation on deduc- 
tions of fines and penalties: policy 
and vagueness of standards criticized, 
Crown J H NYU17thInst, p157, 26pp 

meals, lodging & moving 

British inland revenue tightens up on 
luncheon vouchers, a hitherto-untaxed 
fringe benefit, 11JTAX90, Aug59, Ip 

medical 

Explanation of 1958 change increasing 
limitation for disabled over 65, Groh 
R, 37Taxes335, Apr59, 4pp 

Summary of deductibility of employees’ 
medical expenses and sickness acci- 
dent and health plan costs; cases col- 


lected; problems of the employee 
noted briefly especially in closely held 
corporations, Harris D V Jr. NY 
17thInst, p207, 21pp 

nonbusiness 

Law, Regulations and recent cases an- 
alyzed, defense-of-title doctrine criti- 
cized, Dohan D H W, NYU17thInst. 
p579, 28pp 

travel and entertainment 

Disallowance by the Tax Court of meals 
on business trip of less than a day 
criticized as contrary to the statute, 
Velbaum H, 11JTAX87, Aug59, 2pp 

Is listing on return necessary if a ma 
works for two ployers and ts 
to one but not to the other? Helstein 
R, 29NYCPA309, Apr59, 1p 


DEPRECIATION—BOOKS 


Brown, E C, Effects of Taxation: De- 
preciation Adjustments for rice 
Changes, Harvard (Cambridge, 1952), 
16lpp 


DEPRECIATION—ARTICLES 


No depreciation in year of sale if it 
brings basis below salvage equal to 
proceeds of sale; CPA analyzes im- 
plications, Boydstun F W, 10JTAX 
162, Mar59, 2pp 

Treasury policy since 1954; current cases 
on salvage, useful life, Cerny J F, 
2111ICPA37, Spring59, llpp 

Salvage, recomputation in year of sale; 
in declining balance method; criticism 
of the IRS positions, Morris W, 39 
LRB&MJ22, Oct-Dec58, 7pp, similarly; 
10JTAX258, May59, 3pp 

District court’s Hertz decision disap- 
proved as overturning’ established 
rules without specific statutory au- 
thorization, 12VandLRev499, March 
59, 4pp 

Lower court Hertz decision criticized; 
denies economically desirable rapid de- 
preciation to short-lived assets, 107 
UPennLR865, Apr59, Tpp 

Treasury may not issue new Bulletin F; 
policy is to stress user’s experience, 
Undersecretary Scribner says, 10 
JTAX216, Apr59, 2pp 

additional first year 

Law explained, Polisher E N & Aaron 
B L, 68DickLR214, Mar59, 5pp 


EARNINGS & PROFITS 


Accountant reviews items included and 
outlines method of working from 
book surplus, Skadden D H, 21TlICPA 
87, Winter58, 10pp; similarly 10JTAX 
261, May59, 4pp 


ENTERTAINERS 


Use of deferred compensation, income 
averaging, conversion to capital gains 
to reduce tax on entertainer’s high in- 
come, Kragen A J, 31SoCalifLR390, 
24pp; similarly 10JTAX194, Aprb59, 
5pp 

ESTATES AND GIFTS—BOOKS 

Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Taxation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Tazation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 

Spinney W R, Estate Planning—Quick 
Reference Outline, 6th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 


ESTATES—ARTICLES 


administration 

Attorney on Treasury Legal Advisory 
Staff considers obligations to a for- 
mer spouse which survive death; 
leading cases analyzed; estate tax 
implications of 1958 gift tax legisla- 





tion considered, Willan R M, NYU 
17thInst, p1211, 16pp 

Developments within the past ten 
years on the marital deduction; cases, 
rulings, books, and articles cited, 
Bernstein A B, NYU17thInst, p1141, 
16pp 


Electing the alternate valuation date 
brings problems of includible assets, 
their basis, income in the interim; 
effect on legacies, Price J W, 3rd, 


NYUI17thInst, p1345, 22pp 
Executor’s income tax problems espe- 
cially with distribution; cause is taxa- 
tion under trust rules, Capps A T 
TulTaxInst40, 1958, l4pp 


Explanation of 1958 provision for 10- 
year installment payment of tax; in- 
terrelation with Section 303; ambigui- 
ties in law pointed out; comments of 
lifetime planning to use the privilege, 
Kalish H, il11JTAX48, July59, 
5pp 

Income tax effect of distributions of 
corpus during administration; results 
under present law meticulously an- 
alyzed and compared with Advisory 
Group proposals; effect of proposed 
extension of separate share rule to 
estates; limitation on installment pay- 
ments; treatment of additional pay- 
ments required by state law on de- 
layed legacies, Casner A J, 38TrustB 
63, Mar59, l4pp 

Careful planning of the time of distribu- 
tion can shift income tax among 
estate itself and beneficiaries and into 
different taxable years; preliminary 
partial distributions may avoid at- 
tribution problems if stock is to be 
redeemed, Cavitch Z, 10JTAX288, 
Apr59, 3pp 

1958 Act explained; installment privi- 

exempt institution annuities, 
etc., Polisher E N & Aaron B L, 63 
DickLR185, Mar59, 10pp 

Preliminary notice, Form 704, required 
if estate exceeds $60,000 should be 
filed if any likelihood estate will reach 
that figure, Tilly V S, 107J Account80, 
March59, Ip 

Street decision that nonadversary pro- 
bate proceeding does not determine 
widow’s marital deduction criticized 
as overlooking distinction between 
nonadversary and collusive proceed- 
ings and inapplicability to property 
decisions. Need for Indiana legislation 
seen, 34NotDamL195, Apr59, 14pp 


planning 
Corporate executives problems; plans 
for deferred compensation should 


recognize probability of doubt tax 
and endeavor to lighten burden by 
using trusts, several beneficiaries, 
etc., options at retirement under pen- 
sion plans; estate and income tax 
probleme especially if no capital gain 
options are available; deferring re- 
ceipt and choosing several benefici- 
aries, planning aspects of restricted 
stock options, Miller P, NYU17th 
Inst. p1171, 40pp 

Trust tax rules provide opportunities 


for savings in dividing property 
rights into present and future in- 
terests; thought-provoking compari- 


sons with tax advantages of insur- 
ance, Lowenhaupt H C, 38TrustB28, 
Jan59, 5pp 

Discussion of typical intra-family trans- 
fers, particularly intervivos, that can 
reduce income taxes for the property 
owner and his family now and in his 
retirement and for the estate and 
heirs after death, Welsch G W, 10 
JTAX144, Mar59, 2pp 

Outline of course at Notre Dame Law 
School, 34NotDamL294, Apr59, 7pp 

Private annuities; income estate and 
gift tax problems of the annuitant 
and payor; basis of property trans- 
ferred for a private annuity; warn- 
ing that law is unsettled, Ekman S V, 
NYUI17thInst, p1157, 14pp 


EXCESS PROFITS TAX—BOOKS 

Seidman, Seidman’s Legislative History 
of Excess Profits Tax Laws: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 


EXCISE TAXES 


Treasury plans ne change in rules on 
including co-operative advertising al- 
lowances in excise tax base, Under- 
secretary Scribner says, 10JTAX217, 
Apr59, 2pp 


EXEMPT ORGANIZATIONS—BOOKS 


Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 
ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptiens 


EXEMPT ORGANIZATIONS—ARTICLES 


Proposed Regulations would deny ex- 
emption to “action” organizations, 
limit research exemption unless re- 
sults are given to public, 10JTAX351, 
June59, lp; testimony at hearings, 
11JTAX19, July59, 2pp 

Real estate multiple listing boards now 
taxable, 10JTAX351, June59, 1p 

Widespread use of gifts of remainder in- 
terests may lead to legislation limit- 
ing deduction, 10JTAX315, May59, Ip 

contributions 

Gifts during life of other than cash; 
property vs. nondeductible free grant 
of use; income for term of years; gift 
of remainder; income being reserved; 





annuity; bargain sale; gift gb: 
mortgage; life Prd pos 
stock (including Section 306 
Typical transactions described parison wit 
tax problems involved discussed 
ler A R, NYU17thInst, pi; oe 
Tax saving in making bargain tle 
appreciated property to chari 
— M R, 10STAX306 ‘ 
PP ‘ 


FARMERS—BOOKS 


Halstead H M, Federal Income 1, 

of Farmers, Committee on Continy) 
Legal Education, (Philadelphig, 
129pp, $3.00 


FARMERS—ARTICLES 


Immature animals eligible for 
gain, cases analyzed, 
records needed; Lewis case and 
tories of accrual basis farmey 
plained, Bowen W, 10JTAX344 } 
59, 4pp ‘ 

Cases since Lewis limit its applicgti 
10JTAX182, Mar59, 2pp 

Treasury wants law to limit dedydi 
ity by co-ops of patronage refunds 
in cash, 10JTAX303, May59, Ip 


FOREIGN—BOOKS 

Diamond W H, Foreign Taz and? 
Briefs, Matthew Bender & Co,, (N 
York) 1 vol., (loose-leaf) $59, ; 
cludes service for one year. The 
structure of 71 countries, 

International Tax Agreements, Vo, ¥ 
Columbia University Press, (yy, 
York, 1958) 384pp, $2.50, i 
chronological listing 

Posner S I & Allan H J, Federal 7, 
and Foreign — Investments, Py 
Affairs Press (Washington, 19 
14pp, 50c. Easy to read; no citati 

introductory. 

Rado A R, & Uckmar V, The Ta 6 
ventions Between the United Sta 
and Italy, International Bureau of Figgase, espec 
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1958), 104pp., $2.50. U.S. lawyer eqphe necessit 
plains application to U.S. tax lawpheir narro 
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law. Bender L 1] 
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FOREIGN—ARTICLES sroblems fs 
business s net wortk 
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erating through a foreign subsidiarfing compu 
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comparison with branch and WH i 





















Inst, p331, 18pp 
Problems of operating through a brand 
particularly depletion allowances, 
of losses; problems with licensi 


Inst, p349, 20pp 
Tax incentives to investment abroad a 
possibility of change in law discuss 
in general terms, Mahon J J, SLREE 


Rep. Boggs urges new tax incentivaii58, 17pp 
for foreign business, 10JTAXI& TAX 
Mar59, Ip 

corporation _ - BB change 

New retroactive Regulation requirqifolisher E 
foreign corporation to file return (UR194, Mi 
get dividends-paid credit for person@jwers in « 
holding company tax, Silverstein, Morseen tz 
10JTAX244, Apr59, 2pp ‘raftsman 

income must pro 

Chief of IRS pension Trust Branch eqjinst, p126 


plains taxation of distributions 
foreign service employees, Goodma 
I 11JTAX30, July59, 5pp z 
Foreign taxes eligible for credit, taxefjiross Inc 
in lieu; direct credits and credits f 
taxes deemed paid; treaties comput 
tion problems, Hinkel T S NYUIit 
Inst, p391, 34pp ; 
New reporting requirements on incom@pre 
earned abroad by citizens; explana f 
of U.S. and Canadian tax on VU. 
citizen working in Canada, Koern 
W R, 7CanTaxJ43, Jan-Feb59, 4pp 
Boggs bill summarized briefly; smi 
first industry reaction quoted, | 
JTAX160, Mar59, Ip 
Citizens working abroad must now fi 
returns, 10JTAX161, Mar59, Ip 
Statutory rules and usual methods 
reporting foreign income in terms 0 
U. S. currency; problems of block 
funds and income of foreign branches ’ 
Munsche R C NYU17thInst, p42 


18pp inco 

taxes . 

Credit unused because of operating ons see 
can be carried over, IRS_ says ingin locko 
formally, Helstein R, 29NYCPASMin Kaise 
Apr59, Ip F _ 

IRS» too narrow in denying sm pleat 
credit status to Belgium despit}elopme 




















i j Belgium convention waiving 
z re tee tax, 1IJTAX122, Aug59, 2pp 
1 306 » vipesern Hemisphere Trading Corp 
escribed arison with branch and subsidiary 
iscussed, cg geration; current problems in nar- 
PLL, 49 how Treasury interpretations, Craw- 
gain pi dnd WW NYU1‘thInst, p369, 22pp 
chariygr outlined; sales subsidiaries. with 
X306, Mealy tax purpose, little activity, 
oe arned of danger, Friedman a. 
4YoungJ1, Jul58, 12pp; reprinted in 
nControll25, March59, 8pp 
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Practi + Needs to Know to 'Pro- 
ne nie Client, The Journal of Taxa- 
on, (New York, 1957) 96ppP, $2.00. 
irticles originally published in The 


jurnal of Taxation, “Practitionera’ 


juide No. 3.” 


venson, E R, Federal Tax Fraud 


eS Bobbs-Merrill Co., Inc., (In- 
fanapolis, 1958) $12.50. 
UD—ARTICLES 


ment on recent cases; IRS policies, 
jurphy J NYUlI7thInst, p483, 


siieration of cases in which claims 
+ unallowable deductions was the 
ysis for criminal proceedings for 
wasion, Cobert E O, NYU17thInst, 
49, 12pp ‘ : 

institutional issues in search and seiz- 
ve as raised in tax cases; deception 


l Villy agents, concealment of special 
Awents, Avakian S NYU17thInst, 
31, 18pp 


minal action a collateral estoppel in 
ivil? Cases analyzed; IRS tendency 
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» obscure discrepancies in its net 
wrth calculations discussed as op- 
wrtunity for defense, Byer S NYU 
ithInst, p59, 14pp 

sial importance of having an ac- 
euntant assist in defense of fraud 
ase, especially one based on net 
orth; criticism of courts as ignoring 
be necessity for accounting help in 
deir narrow privilege holdings; dis- 
assion of non-tax cases contra, 
ender L NYU17thInst, p511, 20pp 
ussion, in practical terms, of the 
roblems facing the attorney handling 
net worth case. Cooperation, limita- 
ms on Government’s powers, attack- 
s computations and the fraud de- 
wmination, Lipton P P and Petrie 
2A, 1JTAX117, Aug9, 4pp 

netical advice to lawyer handling 
taud investigations by IRS, Avakian 
TulTaxInst349, 1958, 23pp 
representation to examining agent 
arries criminal penalties to taxpayer 
mi adviser under IRC and False 
Statements Statute, Balter H G, 10 
ITAX248, Apr59, 2pp 

ements and suggestions on handling 
stax fraud case from opening of in- 
etigation, Mortenson E R, 37Taxes 
M5, Mar59, 14pp 

¥ worth 

fef comments on items entering into 
wt worth, bank deposit computations 
{ income, Smith G A TulTaxInst331, 
8, 17pp 

pT TAX 


i changes affecting pension plans, 
vlisher E N & Aaron B L, 63Dick 
R194, Mar59, 1p 

wers in a trust that may bring un- 
seen tax cost: a warning to the 
mftsman of pitfalls in ordinary 
ust provisions, Curtis J, NYU17 
nst, p1267, 23pp 
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OME—ARTICLES 

pharges of indebtedness at a dis- 
wunt; exceptions to the general rule 
tat it is income; when to elect to re- 
tuce basis, Stuetzer H Jr. NYU17th 
mst, p229, 12pp 

firement income explained; examples 
y computation of credit, Gibson G E, 


service holding, that contributions to 


methods 4 NTAX327, June59, 5pp 


of block 
n branches 
Inst, pi2a 


erating los 
3 says inm 
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mpital by customers are income, over- 
rules older cases but probably leaves 
mmunity contributions still not tax- 
- income, 107U PennLR729, Mar5d9, 
1) 

sons seek test case on strike benefits 
8 lockout; IRS to request certiorari 
a Kaiser case, 10JTAX326, June59, 


» 
h benefit rule 


melopment of the cases; the statutory 











rules, Rich Maurice H NYU17thInst, 
p257, 10pp 


INSURANCE—BOOKS 


How Federal Taxes Afiect Life In- 
surance .and Annuities, ‘Commerce 
Clearing House, Inc., (Chicago, 1958) 
96pp, $1.50 


INSURANCE—ARTICLES 
Current developments; taxation of in- 
surance. companies; pension plan 


changes; plans for the self-employed; 
estate tax cases re insured stock pur- 
chase agreements; transferee liability, 
ABA Proceedings1958, Ins,Neg,&Comp, 
P1438, 26pp 

Does Ducros decision (that stockholders 
don’t have insurable interest in cor- 
porate officer’s life) mean that Tax 
Court is again ignoring corporate en- 
tity? 10JTAX304, May59, 2pp 

New York department of insurance 
curbs minimum deposit plans; popu- 
lar tax saving method may be ended, 
Friedman M, 11JTAX8, July 59, 2pp 

Tax Court denial of interest deduction 
on loans prepaying premiums fore- 
shadows trouble for bank-financed in- 
surance plans devised to obtain tax 
advantage, 10JTAX149, Mar59, 2pp 


INTERNAL REVENUE SERVICE 


Assistant Commissioner (Inspection) 
explains the internal audit and in- 
ternal security functions of the In- 
spection Service, Triuinor H J NYU 
17thInst, p495, 16pp 

Commissioner’s letter and TIR explain 
that Inspection Service has no power 
to reopen clased case, 11JTAX95, 
Aug59, 2pp 


INVENTORY—BOOKS 


Butters J K, Effects of Taxation: In- 
ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 


INVOLUNTARY CONVERSION 


Law, Regulations and cases applicable 
to land condemnation; IRS policy on 
severance damages criticized as un- 
authorized by law, Miller K, 383NebLR 
507, March59, 18pp 


LOSSES 


carryback G carryover 

Legislative history and current cases, 
Winton S C, 11JTAX76, Aug59, 4pp 

Mechanical limitations on loss carryover 
after change in stock ownership can 
produce strange results. Illustration of 
minor variation in price producing 
big change in allowable loss, Hel- 
stein R S, 29NYCPA228, Mar59, 2pp 

Proposals of Mills Advisory Group as 
revised criticized, Teschner P A, 10 
JTAX277, May59, 1p 

casualty 

Analysis of recent cases and rulings, 
McDowell A J, NYU17thInst, p.627, 
24pp 

small business 

Explanation of Sec. 1244, Polisher E N 
& Aaron B L, 63 DickLR202, Mar59, 
12pp 

OIL, GAS AND MINERALS—BOOKS 

Breeding & Burton, Taxation of Oil and 


Gas Income, Prentice-Hall, (Engle- 
wood Cliffs). 


OIL, GAS AND MINERALS—ARTICLES 

Sharing arrangements that will avoid 
capitalizing any of the intangible 
drilling expenses; typical agreements 
and applicable rulings and cases an- 
alyzed, Birmingham J F NYU17th 
Inst, p461, 12pp 

Analysis of recent cases on capital 
gain on assignment of in-oil rights, 
Schoenbaum S NYU17thInst, p443, 
18pp 

Tax factors in organizing a new oil 
drilling venture: corporation or part- 
nership; Subchapter S election; de- 
duction for intangibles; locked in de- 


pletion, Appleman F B, 10JTAX242, 
Mar59, 2pp 
Mineral lease brokers; tax problems, 


especially “‘pool of capital’ concept, 
importance of records, capital gains 
possibilities, Hughes A E TulTaxInst 
244, 1958, 20pp 

Natural gas; typical arrangement in 
production and processing and how 
they affect depletion; current cases on 
manufacturing vs. processing, Aik- 
man A E NYUI17TthInst, p473, 10pp 

Capital gains in minerals; sale, lease, 
assignment income; cases analyzed; 
citations to literature, Jewett R K 
TulTaxInst264, 1958, 37pp 

Parsons and Huss cases analyzed; seen 
as re-establishing the importance of 
ownership of mineral; consideration 
of strip mining contracts that will 
allow depletion to stripper, Sneed J T 





11JTAX2, July59, 5pp 

Survey tax problems of investor; various 
interests explained; cases, IRS posi- 
tion critically analyzed; comprehen- 
sive, clear, Stroud E B TulTaxInst192, 
1958, 54pp 

When and how deduction is allowed for 
worthlessness. Criticism of Treasury 
position on some items seen as invalid, 
Wellen C W and Ryun W M, 10J TAX 
310 May59, 5pp 


PARTNERSHIPS—BOOKS 


Aronsohn A J B, Partnerships, Prac- 
ticing Law Institute, (New York, Re- 
vised to October 1958) 108 pp, $2.00. 

Little P., Federal Income Tazation of 
Partnerships, Little Brown & Co., 
(Boston, 1952) 469pp, (with 1957 
bound supplement), $25.00. Unfor- 
tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and new cumbersome. 

Willis, Handbook of Partnership Tazxa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS G PARTNERSHIPS— 
ARTICLES 


Advisory Group member explains pro- 
visions needing change and illustrates 
the group’s proposals, McDonald D, 
10JTAX152, Mar59, 3pp 

An outline, but with citations to Code 
and cases, of tax effect of retirement 
or death of a partner under various 
typical arrangements; income and 
estate taxes; basis of interests and of 
firm assets; computations, Willis A B, 
Little P, McDonald D, NYU17thInst, 
p1033, 34pp 

Associations taxable as corporations; 
older cases analyzed and found no 
longer fully authoritative; recent cases 
and rulings discussed and four cri- 
teria seen as controlling; associates, 
profit motive, centralized manage- 
ment, and continuity, Driscoll J P, 
NYU1I17th Inst, p1067, 30pp 

Income and estate tax on payments be- 
cause of disability, retirement or 
death of a partner; examples, Mac- 
Kay H M, 13CLUJ53, Winter58, 37pp; 
similarly 11JTAX54, July59, Tpp 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 


Rice L L, Basic Pension and P’rofit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 

Pension and Profit-Sharing Plans and 
Clauses, Commerce Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 


PENSION & PROFIT SHARING PLANS— 
ARTICLES 


Chief of the IRS Pension Trust Branch 
explains qualification of trust for for- 
eign service employees, Goodman I, 
11JTAX30, July59, 5pp 

Detailed consideration of the problems 
that arise upon the reorganization of 
a firm having a pension plan. Mer- 
gers when one or both have plans, 
Robbins F J, NYU17thInst, p951, 


42pp 

IRS Chief of the Pension Trust Branch 
details procedures for qualifying plans 
and obtaining rulings. Comments on 
best methods and on areas in which 
the IRS will not rule, Goodman I, 
NYUI17th Inst, p993, 40pp 

Tax planning by the employee is neces- 
sary to secure the advantages given 
to death and retirement benefits under 
qualified plans, Stock D, 11JTAX98, 
Aug59, 3pp 

Trustman gives arguments against al- 
lowing insurance companies to act as 
trustees for plans, Bronsten C P, 38 
TrustBll1, April59, 9pp 

Thoughtful and penetrating analysis of 
the policies underlying tax-favored de- 
ferred compensation plans; points out 
the undesirable business effect of cur- 
rent law and Regulations; urges ordin- 
ary and necessary test only for deduc- 
tions, limitations of capital gain on 
distribution, correlation of estate and 
income tax on survivorship annuities, 
attention to economic effects of tax- 
free status of trust earning; exten- 
sively footnoted to law and literature, 
Sporn A D, 14TaxLR289, Jan59, 32pp 


PERSONAL—BOOKS 


Casey W J, Mutual Funds and How to 
se Them, Institute for Business 
Plannine te. (New York, 1958), 
215pp, $12.50, Emphasis on family 





and small-corporation financial ard 
tax planning 

Vernon W, Vernon LM, & Keebler S E, 
Federal Income Tazation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 

Everyday Taz Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner's Guide No. 


Tax Angles for Homeowners, Commerce 
ae House, (Chicago, 1957) 64pp, 


PERSONAL HOLDING COMPANIES 

Original issue discount is probably in- 
terest for purpose of computing PHC 
income, Helstein R S, 29NYCPA232, 
Mar59, lp 

Recent cases and rulings, Janin H Tul 
TaxInst482, 1958, 29pp 


POLICY—BOOKS 


Blough, The Federal Taxing lroceas, 
Prentice-Hall, Englewood Cliffs 

Holland D M, The Income Tax Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 241pp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if cerpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices. 

Lent, G E, A Taz Program for Small 
Business, The Amos Tuck Schoo! of 
Business Administration, (Hanover, 
1958) 28pp, (bulletin- -free) 


POLICY—ARTICLES 


A philosophic review of the methods the 
courts and Congress use in jimiiing 
tax avoidance consideretion of literal 
interpretation of law; cifficulties of 
tests based on intent; the importance 
of form, Blum W J, 8Uo0fChiLS tees, 
Autumn58, 7pp; similarly 10JTAX240, 
May59, 3pp 

Changes in business taxation urged, 
Mosher R G, 10JTAX168, Mar59, 3pp 

CPA urges drastic revision ending 
lower taxes on capital gain to make 
system simpler and to achieve public 

* acceptance, Bachrach M, 11JTAX102, 
Aug59, 2pp 

Representative Mills outlines topics for 
Ways and Means Committee hearings 
in November, 11JTAX101, Aug5$, 1p 

Weakening of opposition to Federal 
sales tax seen as offering opportunity 
for revision of income tax, Barlow 
J, 11 JTAX101, Aug59, Ip 


PROCEDURE—BOOKS 

Casey LF, Casey Federal Tax Practice, 
Callaghan & Co., (Chicago, 1955) 
1951pp, (Cumulative Pocket Parts— 
annually) $80.00 

Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edu- 
cation, (Philadelphia, 1957) 205pp, 
$3.00 

Lore, How to Win a Tax Case, Prentice- 
Hall, (Englewood Cliffs) 

Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 

Education, (Philadelphia, 


When You Go to the Tax Courts; Pro- 
cedure and Practice, Commerce Clear- 
ing House, Inc., (Chicago, 1957) 
316pp (paper cover), $4.00 


PROCEDURE—ARTICLES 


Ass’t Chief Counsel, Litigatior, explains 
IRS civil litigation policies, Hertzog 
R P, 10JTAX295, May29, 4pp 

Inconsistency in IRS regions in com- 
puting interest and allowing install- 
ment payments when corporation files 
estimate and tax is higher, Mandell 
H M, 29NYCPA146, Feb59, 5pp; 10 
JTAX358, June59, Ip 

Effect on tax controversies of state 
court action; legal theories; cases col- 
lected; desirability of bringing state 
actions; collusive and nonadversary 
proceedings; consideration of under- 
lying judicial policies, Berger A L 
NYU17thInst, p87, 29pp 

Explanation of the law; some recent 
cases, Sarner L, 5PracLaw69, Jan59, 
15pp; similarly 11JTAX35, Tpp 

Former IRS trial attorney comments on 
administrative, pre-trial and _ trial 
techniques for the practitioner; warn- 
ings of common errors at each step, 
Pesin E NYU17thInst, p37, 22pp 

Policy underlying Flora decision (pay- 
ment required before refund suit) 
disapproved; need for legislation seen, 
12VandLRev502, March59, 4pp 





REAL ESTATE—BOOKS 

Anderson P E, Taz Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 


REAL ESTATE—ARTICLES 


Circumstances under which construc- 
tion by a lessee may be taxed as rent 
to the lessor; cases considered; sug- 
gestions on drafting agreements, 
Schlesinger N E, NYU17thInst. p 
697, 8pp 

Section 1237 seen as too limited to be 
useful; best advice on how to achieve 
investor rather than dealer status is 
to remain inactive, Repetti P J, 
NYU17thInst, p651, l4pp 

Tax problem of developers; difficulty of 
achieving investor status; collapsibles; 
Subchapter S; Section 1244 stock. 
Informed and practical comment on 
ways to avoid these problems, Aron- 
sohn A J B, NYU17thInst, p685, 
12pp 


RETIREMENT CREDIT 


Retired person allowed credit for pen- 
sions may find that receipt of Social 
Security is not tax-free; it may cause 
loss of retirement credit, Halsey C, 
107J Account78, March59, Ip 


RETURNS 


IRS dissatisfied with some handwritten 
reproduced returns; requirements re- 
viewed, 10JTAX187, Mar59, Ipp 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
896pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 


SELF-EMPLOYED RETIREMENT 


American trust officer sees ultimate pas- 
sage of Jenkins-Keogh law and wide- 
spread use of its provisions, Bliss C 
M, 38TrustB33, March59, 4pp 

Canadian trust officer explains extent of 
use of Canadian pensions for the self 
employed, which is quite similar to 
proposed Jenkins-Keogh plan, Coate 
J F, 38TrustB30, March59, 3pp 

Explanation of provisions of the 1959 
Simpson-Keogh Bill, Polisher C K, 37 
Taxes321, Apr59, 8pp 

American trust efficer discusses invest- 
ment, operating problems of banks 
accepting deposits of deductible re- 
tirement allowance under proposed 
Jenkins-Keogh bill, Toupin A V, 38 
TrustB76, Mar59, 5pp 


STATE AND LOCAL—BOOKS 

Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown, 1958). 
Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could: 
reliance on sales and excise called too 
heavy and property taxes foun’ in- 
equitable. 

Morton W A, Housing Taxation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 
Case holding 


Baltimore Ad tax un- 
constitutional criticized; Constitu- 
tional local taxes on advertising 
seen as possible, Silverstein L, 
JTAX108, Aug59, 5pp 

Selecting state of incorporation; tax. 


other legal factors: law 
noted, Dederick C G 
1958, 44pp 

State and local taxes seen as usually not 
a large cost of doing business and 
not an important factor in location 
decisions, Thompson W R, 11JTAX 
44, July59, 3pp 

income taxes 

N. Y. unincorporated business tax can 
be reduced by operating as partner- 
ship, making contributions through 
business, ete., Brent P D, 29NYCPA 
189, Mar59, 5pp 

Notes on New York law: deducting 
additional NY tax after audit: NY 
follows 337 IRC; tax savings possible 
on subsidiary interest to parent; re- 
minder on filing schedules with 3CT; 
how to handle foreign income tax, 
Budik F M, 29NYCPA291, Apr59, 1p 

Full allowance for proprietor’s service 
for NY unincorporated business tax 
in first or last business year seems to 
be permitted, Friedman P, 29NYCPA 
215, Mar5d9, 1p 


in all states 
TulTaxInst372, 


Non-resident member of non-resident 
partnership planning to move to New 
York should choose date of transfer 
carefully, Friedman P H, 29NYCPA 
213, Mar59, Ip 

Real estate corporation may be _ re- 
classified for NY franchise tax if it 
becomes inactive or makes loans to 
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